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Audit Risk A lert— 1999/2000
Introduction
What is the purpose of this Audit Risk Alert? What are the risks 
associated with the audit process?
This Audit Risk Alert is intended to help auditors plan their 1999 
year-end audits. Successfu l  audits are the result o f  a number o f fac­
tors, including the acceptance o f clients with integrity; adequate 
partner involvement in planning, supervising, and performing au­
dits; an appropriate level o f professional skepticism; and the allo­
cation o f sufficient audit resources to high-risk areas. Addressing 
these factors in each audit engagement requires substantial profes­
sional judgm ent based, in part, on a knowledge o f  professional 
standards and current developments in business and government.
Throughout the audit process, from the initial consideration o f 
whether to accept a client to the issuance o f  the audit report, 
auditors should consider overall engagement risk. According to 
the Professional Issues Task Force (PITF) Practice Alert 94-3, 
Acceptance an d  Continuance o f  A udit Clients1, engagement risk 
consists o f  the following three components:
1. Client's business risk— The risk associated with the en­
tity’s survival and profitability
2. A udit risk— The risk that the auditor may unknowingly 
fail to appropriately modify his or her opinion on finan­
cial statements that are materially misstated
3. A uditor's business risk— The risk o f  potential litigation 
costs from an alleged audit failure and the risk o f  other 
costs (whether an audit failure is alleged or not), such as 
fee realization and the effect on the auditor's reputation 
resulting from association with the client
1 See the “PITF Practice Alerts” section for fu rther information.
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Although this Audit Risk Alert does not provide a complete list 
o f  the risk factors to be considered, and the items discussed do 
not affect risk in every audit, it can be used as a planning tool for 
matters that may be significant for a specific audit. During the 
conduct o f  all engagements, auditors must remember that their 
paramount responsibilities are to boards o f  directors, sharehold­
ers, creditors, and the public. This requires the traits that are the 
hallmarks o f  auditors: independence, objectivity, and integrity.
Economic Environment
What are the current conditions in the U. S. economy?
T he econom y’s robust growth in recent years continued un­
abated through 1999, m aking this the longest period o f  eco­
nomic expansion since the end o f  World War II. Much o f  this 
growth has been attributed to ongoing business investment and 
advances in technological innovation. However, consumer con­
sumption has lately taken the lead in powering this expansion. 
Som e key statistics relating to the overall perform ance o f  the 
economy follow:
•  Gross domestic product (GDP)— which measures the out­
put o f goods and services produced by labor and property 
located in the United States— surged to 6.1 percent in the 
final quarter o f 1998 (the fastest growth rate o f the ’90s). 
G D P  then moderated to 4.3 percent and 2.3 percent, re­
spectively, in the first and second quarters o f 1999. Esti­
mates for third-quarter G D P  showed an increase to 3.9 
percent. Estimated annualized G D P for 1999 is 3.5 percent.
•  Consum er confidence levels were at record highs. For ex­
ample, consumption o f goods and services increased 6.8 
percent in the first quarter o f  1999, a gain considered 
substantial by most economists.
•  Unemployment dropped to 4 .2  percent in September, a 
twenty-nine-year low. Inflation rem ained low at about 
2½  percent.
8
•  The Dow Jones Industrial Average (DJIA) broke through 
the 10,000 threshold, reaching record highs over 11,000 at 
some points in the year. To put the enormity o f  this event 
in perspective, note that this milestone was reached in less 
than 3 ½  years after the D JIA  first closed above 5,000.
•  Interest rates inched up during the year, but rem ained 
near historically moderate levels. The prime rate (the rate 
m any banks charge their top custom ers, and to which 
other interest rates are often linked) reached 8.25 percent, 
and 30-year fixed mortgage rates remained under 8 per­
cent. The Federal Reserve raised its federal funds rate (the 
interest rate at which banks lend to each other overnight) 
during 1999 to 5.25 percent from 4.75 percent.
Some observers believe that little or nothing in the short term can 
break the m om entum  o f this economy. Others worry that the 
Year 2000 Issue will drag down growth early next year. However, 
this may be an overestimation o f  the impact o f  a  specific event (as 
with the Asian crisis) on an economy as large and dynamic as that 
o f the United States. Nevertheless, the consensus is that positive 
conditions are expected to continue into the year 2000, giving us 
yet another year o f  economic expansion. However, the expansion 
is likely to be tempered by the cumulative effect o f  economic fac­
tors, including tight labor markets, a weaker dollar, rising con­
sum er debt, and higher inflation. Expectations for som e key 
economic indicators in the year 2000 include the following:
•  G D P  is likely to drop slightly to 3 percent.
•  A  modest rise in inflation, to 3 percent, is expected.
•  Interest rates are also likely to increase slightly. Prime is 
likely to edge up to 8¾  percent. Thirty-year Treasuries 
are expected to reach 6¾  percent.
•  Unemployment is expected to remain below 5 percent.
Keep in m ind that these statistics represent the economy as a 
whole. When using information such as this— for example, when 
perform ing analytical procedures in accordance with Statement
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on A uditing Standards (SAS) N o .56, A n alytical Procedures 
(AICPA, Professional Standards, vol. 1, AU sec. 329)— you 
should understand that there will be variations based on unique 
regional or industry circumstances. N ot all sectors o f  the econ­
omy, and not all industries, are benefiting equally, despite overall 
economic prosperity. For example, although the Asian crisis did 
not cause the widespread economic disruption that had been an­
ticipated, it has left the agricultural sector badly battered. And, 
while the stock market has surpassed all expectations, it is inter­
esting to note that the majority o f  returns on stocks in the Stan­
dard and Poor's 500 index during the prior year were attributable 
to the fifty largest companies in the index. M any companies in 
that index actually lost market value. So remember, as always, 
adopt an approach o f professional skepticism when planning and 
perform ing your audit. Look “beyond the numbers” to gain a 
deeper understanding o f the implications o f economic events on 
the audits you perform.
In addition to economic issues, a number o f  noteworthy events 
affecting the profession occurred this year. Among them were the 
release o f the C O SO  report on fraudulent financial reporting; the 
issuance o f Independence Standard No. 1, Independence Discus­
sions With A udit Committees, by the Independence Standards 
Board (ISB); and the Blue Ribbon Committee report on improv­
ing the effectiveness o f corporate audit committees. We will dis­
cuss these events, their implications, and, where applicable, use 
them as an opportunity to review our understanding o f  existing 
standards in these areas.
Finally, 1999 brought us yet another year closer to the year 
2000. A  complete discussion o f  the Year 2000 Issue, along with 
a discussion o f  the guidance developed by the AICPA, is pre­
sented in the “Audit Issues” section o f this Alert. In addition, 
auditors should be alert to concerns that m ay arise this year. For 
example, some computer systems may have been designed to as­
sign special meanings to date entries coded xx/xx/99 (sometimes 
used for “dummy” transactions intended to test software modifica­
tions), and therefore may not process these transactions correctly.
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Failures may also occur this year if  systems perform calculations 
into or beyond the year 2000.
Executive Summary— Economic Environment
•  Robust economic growth continued in 1999, fueled by business in­
vestment, technological innovation, and consumer consumption.
• Key economic statistics clearly show the strength of the overall econ­
omy. Remember that when assessing the specific audit implications 
of economic events, such statistical information may not reflect vari­
ations that arise from unique regional and industry circumstances.
•  Beyond economic issues, a number of noteworthy events relating 
to audit committees, fraud, and independence occurred this year.
•  1999 brought us another year closer to the Year 2000 Issue. Are 
you prepared? See the “Year 2000 Issue” section of this Alert to 
find out what you need to know.
Audit Issues
Planning the Audit
What are some of the matters you should consider when planning your audit?
The successful audit begins with successful planning. Therefore, 
planning the audit is always a primary consideration. Thought­
fu l, meticulous attention to detail in the planning phase will re­
sult in a blueprint for an efficient and effectively perform ed 
audit engagement. Al though the unique characteristics o f  each 
engagem ent will require equally unique audit plans, here are 
som e general pre-engagem ent and planning considerations 
you’ll need to keep in mind for m ost o f  your audit engagements.
•  C lient acceptance— Is this client for you? Statem ent on 
Quality Control Standard (SQ CS) No. 2, System o f  Qual­
ity Control fo r  a  CPA Firm s' Accounting a nd  A uditing Prac­
tice2 (AICPA, Professional Standards, vol. 2, Q C  sec. 20.14)
2 Firms that are enrolled in an AICPA approved practice-monitoring program are 
obligated to adhere to quality control standards established by the AICPA.
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provides that “ Policies and procedures should be estab­
lished for deciding whether to accept or continue a client 
relationship....” These policies and procedures should pro­
vide reasonable assurance that the client does not lack 
integrity. Practice Alert No. 94-3, Acceptance an d  Continu­
ance o f  A udit Clients, highlights matters that you may wish 
to consider in establishing such policies and procedures. 
Also keep in mind the requirements o f SAS No. 84, Com­
m unications Between Predecessor an d  Successor A uditors 
(AICPA, Professional Standards, vol. 1, AU sec. 315). Note 
that you should not accept a  new engagement until the re­
quired communications o f  SAS No. 84 have been evalu­
ated. You may, however, make a proposal for the audit 
engagement prior to making those communications.
•  Assessing Independence— Have you determined whether 
your firm is independent with respect to the entity to be 
audited? Again, consider SQ C S  No. 2 (Q C  sec. 20 .14), 
which requires that “ ...policies and procedures should be 
established to provide the firm with reasonable assurance 
that personnel maintain independence (in fact and in ap­
pearance) in all required circumstances...” Remember, in­
dependence is required for every audit. T he issue o f  
independence is a complicated matter, far more compli­
cated than some practitioners realize. A  “gut-feeling” or 
“seat o f  the pan ts” approach w ill not suffice. See the 
“ Independence” section o f  this Alert for a discussion o f  
applicable standards and where you can get help in un­
derstanding how to apply them.
•  Engagem ent letters— SAS N o. 83, Establishing an  Under­
standing With the Client (AICPA, Professional Standards, 
vol. 1, AU sec. 310 .05 ), requires, as the nam e im plies, 
that the auditor establish  an understanding w ith the 
client regarding the services to be performed. T h at un­
derstanding should be documented in your working pa­
pers, preferably through a written communication with 
your client. Although this Standard does not mandate the 
use o f  engagement letters per se, m ost practitioners find
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that their use helps all parties involved understand the 
needs and expectations o f  the others. Quite simply, it is 
viewed as good business practice.
•  Planning an d  Supervision— A  thorough understanding o f 
the requirements o f  SAS N o. 22, Planning an d  Supervi­
sion (AICPA, Professional Standards, vol. 1, AU sec. 311), 
will go a long way to developing an effective and efficient 
audit strategy. You may therefore wish to have your en­
gagement staff review their understanding o f  this audit­
ing Standard prior to the planning phase. A m ong the 
requirements o f  the SAS include the auditor's considera­
tion o f  matters that relate to the entity’s business, includ­
ing those affecting the industry  in which it operates, 
econom ic conditions, governm ent regulations, and 
changes in technology. M any o f these issues are addressed 
in the annual industry Audit R isk Alerts, which can be 
very helpful planning tools. A  com plete listing o f  this 
year’s Alerts can be found in the “AICPA Industry Audit 
R isk Alerts” section herein. And don’t underestimate the 
value o f  the Internet as a planning tool in learning about 
industry characteristics and developments. See appendix 
A  o f  this Alert for a listing o f Web sites that m ay be use­
ful for this purpose.
•  Client Fraud/Illegal Acts— Remember that the possibility 
o f  client fraud3 and illegal acts should be considered dur­
ing the planning phase o f  your audit. AU section 110, Re­
sponsibilities an d  Functions o f  the Independent A uditor 
(AICPA, Professional Stan d ards, vol. 1), provides that 
“ T he auditor has a responsibility  to p lan  [em phasis 
added] and perform the audit to obtain reasonable assur­
ance about whether the financial statem ents are free o f  
material misstatement, whether caused by error or fra u d  
[emphasis added].” The auditor’s responsibility to detect 
and report misstatements resulting from illegal acts having
3 See the “C O SO ’s Fraud Report” section of this Alert for valuable insights into the 
issue o f fraud.
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a direct and material effect on the determ ination o f  fi­
nancial statem ent am ounts is the sam e as that for m is­
statem ents caused by error or fraud, as described in 
footnote 1 to AU section 110. Keep in mind that illegal 
acts, as defined by SA S N o. 54, Illega l Acts by Clients 
(AICPA, Professional Standards, vol. 1, AU sec. 317), do 
not include personal misconduct by the entity’s personnel 
unrelated to their business activities.
•  A udit R isk an d  M ateriality— Audit risk is the risk that 
you will unknowingly fail to modify your audit opinion 
appropriately on financial statements that are materially 
m isstated. W ith regard to m ateriality, financial state­
ments are considered to be materially m isstated i f  they 
contain misstatements whose effect is im portant enough 
to cause them not to be fairly presented in all material re­
spects in conformity with generally accepted accounting 
principles (GAAP). SAS No. 47, A udit Risk an d  M ateri­
ality  in Conducting an A udit (AICPA, Professional Stan­
dards, vol. 1, AU sec. 312), requires auditors to consider 
audit risk and materiality when planning, as well when as 
perform ing the audit. Such consideration is necessary 
when, am ong other things, determining the nature and 
tim ing and extent o f  audit procedures, and in the evalua­
tion o f  their results. In addition, the Securities and Ex­
change Com m ission (SEC) staff issued Staff Accounting 
Bulletin (SAB) No. 99, M ateriality. A  discussion o f this 
new guidance appears later in this Alert.
•  In tern al C ontrol— Rem em ber that even i f  you adopt a 
substantive approach that places little or no reliance on the 
c lien t's internal control, you still have responsibilities 
under SAS No. 55, Consideration o f  Internal Control in a  
Financial Statement A udit (AICPA, Professional Standards, 
vol. 1, AU sec. 319), as amended by SAS No. 78. In all au­
dits you should obtain an understanding o f internal con­
trol sufficient to plan the audit. After obtaining the 
understanding, you should assess control risk. Both the 
understanding and the basis for conclusions about the
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assessed level o f control risk should be documented. In the 
planning phase, your understanding o f the client s internal 
control should be used to identify types o f potential mis­
statements, consider factors that affect the risk o f  material 
m isstatem ent, and design substantive tests. The Audit 
Guide Consideration o f  In tern al Control in a  F in an cia l 
Statem ent Audit, illustrates the application o f  SAS No. 55, 
as amended, using a practical and user-friendly approach.
•  Year 2 0 0 0  Issue— A ccording to Interpretation N o. 4 , 
“Audit Considerations for the Year 2000  Issue,” o f  AU 
section 311, P lanning an d  Supervision  (AICPA, Profes­
sion al Standards, vol. 1, AU sec. 9311. 40), “The auditor 
has a responsibility to plan and perform the audit to ob­
tain reasonable assurance that the financial statem ents 
are free o f  m aterial m isstatem ent, whether caused by 
error or fraud. Thus the auditor's responsibility relates to 
the detection o f material misstatements o f  the financial 
statem ents being audited, whether caused by the Year 
2000 Issue or by some other cause.” Refer to the “Year 
2000 Issue” section o f this Alert for further information.
•  A nalytical Procedures— Analytical procedures consist o f  
the evaluation o f financial information made by a study 
o f relationships am ong both financial and nonfinancial 
data. SAS N o. 56, A nalytical Procedures (AICPA, Profes­
sion al Standards, vol. 1 AU sec. 329), requires their use in 
the planning, as well as in the overall review stages, o f  all 
audits. You will find that analytical procedures are ex­
tremely valuable in enhancing your understanding o f the 
client's business and the transactions that occurred dur­
ing the period and in identifying specific areas o f  risk. 
The Auditing Practice Release (APR) A nalytical Proce­
dures provides nonauthoritative guidance in the effective 
use o f analytical procedures, including a series o f  ques­
tions and answers, plus an illustrative case study. The In­
ternet can be a good source o f benchmark data for use in 
analytical procedures. See appendix A  o f  this Alert for a 
listing o f Web sites that may be useful for this purpose.
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Som e other matters that m ight benefit from  consideration in 
the planning phase include SAS No. 70, Reports on the Process­
ing o f  Transactions by Service O rganizations (AICPA, Profes­
sion al Standards, vol. 1, AU sec. 324), and SAS No. 73, Using 
the Work o f  a  Specialist (AICPA, Professional Standards, vol. 1, 
AU sec. 336). The AICPA A udit an d  Accounting M an u al (Prod­
uct N o. 007259) contains a detailed and comprehensive presen­
tation o f  issues relating to audit planning. Also included are 
sample planning checklists, engagement letters, and issues re­
lated to efficient engagement administration.
Executive Summary— Planning the Audit
•  Planning is one of your primary concerns as an auditor this year 
and every year.
•  Remember that the successful audit begins with successful planning.
• There are many pre-engagement and planning issues for you to con­
sider—client acceptance, independence, establishing an understand­
ing with the client, internal control, analytical procedures, and more.
Independence
When do you need to be independent? How do you determine whether 
or not you are independent? Is there help available for your 
independence questions?
Independence— som etim es referred to as the bedrock o f  the 
profession. The second general standard (AICPA, Professional 
Standards, vol. 1, AU sec. 150.02) o f generally accepted audit­
ing standards (GAAS) requires that, in all m atters relating to 
the audit engagement, an independence in mental attitude is to 
be maintained by the auditor. SAS No. 1 (AICPA, Professional 
Standards, vol. 1, AU sec. 220 .03) provides that “ To be inde­
pendent, the auditor m ust be intellectually honest; to be recog­
nized  as independent, he m ust be free from any obligation to or 
interest in the client, its management, or its owners.” Sounds 
fairly straightforward. However, making a determination as to 
whether one is actually independent or not can get complicated.
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The issuance o f  the ISB 's first standard, Independence Discussions 
with A udit Committees (see the “Independence and Other Ethics 
Standards” section o f this Alert), serves as a good opportunity for 
us to review our understanding o f independence issues. In assess­
ing independence, it is useful to first address two issues:
1. Independence is a requirem ent, not ju st for the tradi­
tional audit, but for a num ber o f  different professional 
services covered by auditing and attestation standards. So 
we should first ask— W hat type o f  professional service is 
being provided?
2. Independence standards are prom ulgated  by different 
standard-setting bodies. So we should next ask, What are  
the applicable independence standards that m ust be com­
p lied  with fo r  this type o f  engagement?
Type o f Professional Service Provided
W hy is the type o f service to be performed a matter that must 
be considered? Well, quite simply, because not all professional 
services require independence under A ICPA  standards. Let's 
consider the following scenario and apply it to several different 
types o f  engagements.
You are a partner in a CPA firm.4 Your dependent daughter is 
the chief accounting officer for a small, privately held soft­
ware development firm. She has just informed you that the 
firm is looking for a CPA to provide accounting services 
(these services would not involve the preparation or issuance 
of financial statements). Because of this family relationship, 
and the significant influence your daughter has over the com­
pany’s accounting policies, you are not independent under 
AICPA rules with respect to this firm. Will your lack of inde-
4 AICPA independence rules apply to individuals that fall within the definition of “a 
member or a members firm” as defined in Ethics Interpretation 101-9, The M ean­
ing o f Certain Independence Terminology and the E ffect o f Family Relationships on 
Independence (AICPA, Professional Standards, vol. 2, ET  sec. 101.11). Firm part­
ners are always included in this definition. Therefore, a partner’s lack of indepen­
dence will extend to the entire firm. See Interpretation 101-9 with respect to other 
members of the firm.
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pendence preclude you from performing this engagement?
No. Why? Because professional standards do not require in­
dependence for this type of accounting service (See Ethics In­
terpretation 101-3, Performance o f Other Services [AICPA, 
Professional Standards, vol. 2, ET sec. 101.05]).
•  L e t's alter this scenario just a bit. Assume that all the facts 
are the same, except that instead o f seeking accounting ser­
vices, the software development firm that employs your 
daughter needs audited financial statements for the pur­
pose o f obtaining a sizeable working capital loan. Can you 
audit this firm? No. You cannot perform the audit because 
your family relationship with a person having a position o f 
significant influence within the entity impairs your inde­
pendence. You must be independent to perform an audit.
•  Now  assume that the firm wishes to engage you only to 
perform  certain agreed-upon procedures in connection 
with a proposed acquisition o f another software develop­
m ent entity. Given the scenario noted above, can you 
provide this service? Again, the answer is no. SAS No. 75, 
Engagem ents to Apply Agreed-Upon Procedures to Speci­
fie d  Elements, Accounts, or Items o f  a  F in an cial Statem ent 
(AICPA, Professional Standards, vol. 1, AU sec. 622), re­
quires the accountant to follow the second general stan­
dard (AU section 6 2 2 .0 5 ). Accordingly, your lack o f  
independence would preclude you from performing this 
engagement.5
•  Let's alter the scenario again. Assume now that the firm 
needs only reviewed financial statements. Can you per­
form a review engagement for this entity? Sorry, again the 
answer is no. An accountant is precluded from issuing a 
review report on the financial statements o f an entity with
5 Note that there is an exception for a SAS No. 75 engagement, or an SSAE engage­
ment where the report is restricted. In such situations, firm-wide independence is 
not required; however, the engagement team must be independent. (See Ethics In­
terpretation 101-11, Independence and  the Performance o f Professional Services 
Under the Statements on Standards fo r  Attestation Engagements and Statem ent on 
A uditing  Standards No. 75, Engagements to Apply Agreed-Upon Procedures to 
Specified Elements, Accounts, or Items of a Financial Statement)
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respect to which he or she is not independent (Statement 
on Standards for A ccounting and Review Services 
[SSA RS] N o. 1, C om pilation a n d  Review o f  F in an cia l 
Statem ents [AICPA, Professional Stan dards, vol. 2, A R  
sec. 100.38]). And what i f  the firm needed only compiled 
financial statements?6 Because independence is not required 
for this service, the answer is yes, you could perform a compi­
lation engagement for this entity. However, keep in mind that 
your compilation report must disclose, without description o f 
the reason, your lack o f independence (SSARS No. 1, AICPA, 
Professional Standards, vol. 2, AR sec. 100.22).
•  W hat i f  the firm sought a CPA W ebTrust Seal o f  assur­
ance for its Web site? This new assurance service is con­
sidered to be an attest engagement. As such it m ust be 
conducted in accordance with Statem ent on Standards 
for Attestation Engagem ents (SSAE) N o. 1, A ttestation  
Stan d ards (AICPA, Professional Stan d ards, vol. 1, AT 
sec. 100), as amended by subsequent pronouncements. 
The fourth general standard o f  attestation provides that 
“ In all matters relating to the engagement, an indepen­
dence in mental attitude shall be maintained by the prac­
titioner or practitioners.” Therefore you may not perform 
this engagement if  your independence is impaired. (Note 
that the Professional Ethics Executive Com m ittee has a 
task force considering the “ level” o f  independence that 
should be required for assurance services. Stay tuned.)
Help Desk—The AICPA's Web site includes a discussion of 
assurance independence concepts. Go to http://www.aicpa. 
org/assurance/scas/majtheme/indep/index.htm for further 
information.
So as you can see, the requirem ent for independence varies 
based on the nature o f the service to be provided. Once you’ve 
determined that a particular service requires independence, you 
m ust then refer to the appropriate professional standards.
6 Please refer to the AICPA Compilation and  Review A lert— 1999/2000, for a dis­
cussion of issues relating to compilations and reviews.
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Applicable Independence Standards to Com ply W ith
Independence an d  Privately H eld  Entities. I f  the engagem ent 
under consideration requires independence, what rules m ust be 
followed? T he answer depends on whether the entity  being 
audited is publicly or privately held.7 I f  the professional service 
requiring independence is to be provided to a firm that is pri­
vately held, the applicable independence standards can be 
foun d  in the A ICPA ’s Code o f  P rofession al C onduct Rule 
101— Independence (AICPA, Professional Standards, vol. 2, E T  
sec. 101). Interpretations and Rulings under Rule 101 address a 
num ber o f  issues affecting independence, including direct or 
m aterial indirect financial interests in an enterprise; jo in t, 
closely held business investments with an enterprise; loans to or 
from an enterprise; and many others.
Am ong some o f  the more common independence issues facing 
small practitioners and privately held entities are the following:
•  Providing a  professional service requiring independence to 
a  client fo r  whom accounting services are also perform ed. 
This may result in a  situation that impairs independence. 
Consider the guidance set forth in Ethics Interpretation 
101-3, Performance o f  Other Services.
•  Providing a  professional service requiring independence to a  
client who has not p a id  fees fo r  previously rendered services. 
Past due fees may impair independence. This issue is ad­
dressed by Ethics Ruling N o. 52, U npaid Fees (AICPA, 
Professional Standards, vol. 2, E T  sec. 191.103-.104).
•  Providing a  professional service requiring independence to 
a  client fo r  whom services such as in ternal au d it activities 
are provided. See Ethics Interpretation 101-13, Extended 
A udit Services (AICPA, Professional Standards, vol. 2, E T  
101.15) to assess the impact on independence.
•  Providing a  professional service requiring independence to a  
client when certain fam ily relationships exist. Refer to Ethics
7 Note also that some state societies, state accountancy boards, and regulatory agen­
cies may have independence standards that must be considered.
20
Interpretation 101-9, The M eaning o f  Certain Independence 
Terminology an d  the Effect o f  Family Relationships on Inde­
pendence (AICPA, Professional Standards, vol. 2, E T  101.11)
Help Desk—Assessing independence can be a complex and 
time-consuming undertaking. The AICPA can offer assis­
tance. Call 1-888 777-7077 to speak to a member o f our Pro­
fessional Ethics team with your questions relating to AICPA 
independence standards. You may also submit your question 
in an email to ethics@aicpa.org.
Independence Issues an d  Publicly H eld Entities. W e've just con­
sidered independence standards as they relate to engagements 
involving privately held entities. However, if  an entity is an SE C  
registrant, things get a hit more complicated. To assess the in­
dependence o f  auditors o f  publicly held entities, AICPA stan­
dards m ust be considered, along with standards set by the SE C  
and the ISB.
SE C  auditor independence rules are set forth in rule 2-01 o f  
SE C  Regulation S-X, along with its interpretations, guidelines, 
and examples as collected in section 600 o f the Codification o f 
Financial Reporting Policies titled M atters R elating to Indepen­
dent Accountants. The independence standards o f the SE C  and 
ISB 8 m ust be followed if, on a particular issue, they are either 
more restrictive9 than those o f  the AICPA, or they address an 
issue w ith regard to which the AICPA  C ode o f  Professional 
Conduct is silent. If, on the other hand, the independence stan­
dards o f  the SE C  and ISB are silent on a particular issue, or less 
restrictive (generally speaking this is unlikely), then the AICPA 
independence standards should be followed.
Help Desk—The ISB staff answers auditor independence in­
quiries (regarding auditors o f public companies only) from
8 The SEC recognizes the ISB as a standard-setting body that will establish and 
maintain a body o f independence standards applicable to auditors o f all SEC regis­
trants, as discussed in Authorizing SEC Release (FRR-50).
9 For example, AICPA rules provide that independence is not necessarily impaired if 
bookkeeping services are provided to a client. SEC rules view this situation as an 
impairment of independence.
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practitioners, registrants, and other interested parties on both a 
formal and informal basis. Formal inquiries, which must be 
submitted in writing, result in written staff interpretations that 
can be relied upon by the requesting parties as being authorita­
tive in dealing with the SEC. If and when the staff interpreta­
tions are ratified by the ISB Board, staff interpretations represent 
authoritative guidance for all registrants and their auditors. For 
further information, contact the ISB at (212) 596-6133 or visit 
their Web site at http://www. cpaindependence.org.
Executive Summary— Independence
•  Independence— though in principle it may sound simple, deter­
mining whether you are independent can get tricky.
•  In assessing independence you must determine if the engagement 
you are performing is one that requires independence. If so, you 
must then know what standards apply.
• For the audits of privately held entities, refer to the AICPA’s inde­
pendence standards. Also keep in mind that state societies, state 
boards, and regulatory agencies may also have independence stan­
dards that you must consider.
•  For the audits o f publicly held entities, AICPA, SEC, and ISB stan­
dards must be considered.
• Help is available. Contact the AICPA or the ISB for answers to 
your independence questions.
COSO’s Fraud Research Report
What are some of the significant findings of the COSO fraud report?
How can you benefit by understanding the report’s findings?
In March 1999, the Com m ittee o f Sponsoring Organizations o f 
the Treadway Com m ission (C O SO ) released Fraudulent F inan­
cial Reporting: 1987-1997 , An Analysis o f  U .S. Public Compa­
nies. T h is study provides an analysis o f  fraudulent financial 
reporting investigated by the SE C  subsequent to the issuance o f 
the 1987 Report o f  the N ation al Commission on Fraudulent F i­
nancial Reporting (commonly known as the Treadway Com m is­
sion report). C O S O 's stated intent in issuing its latest report is to
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foster a better understanding o f the nature and causes o f financial 
statement fraud, thus guiding future efforts to combat the problem.
This fascinating report examines incidents o f fraudulent finan­
cial reporting alleged by the SE C  in the Accounting and Audit­
ing Enforcem ent Releases (AAERs) issued during the period 
between January 1987 and December 1997. O f  the three hun­
dred companies identified as being involved in alleged instances 
o f  fraudulent financial reporting, approximately two hundred 
companies were selected as a  sample to be examined in detail.
The report provides som e valuable insights into financial re­
porting fraud by identifying who commits the fraud, what kind 
o f fraud is com m itted, and the im plications to auditors. You 
may find these insights to be useful in helping to better under­
stand, and fulfill, certain requirements o f  SAS No. 82, Consid­
eration  o f  F rau d  in a  F in an c ia l Statem ent A u d it (AICPA, 
Professional Standards, vol. 1 AU sec. 316). For example, armed 
with an understanding o f  the environment in which fraud is 
commonly perpetrated, the methods typically used to carry out 
fraud, and the financial statement accounts m ost often affected, 
you may find that you are better equipped to assess the risk o f 
material misstatement due to fraud on the audit engagements 
you perform. To that end, we describe some o f  the significant 
findings o f  the report in the sections that follow.
Help Desk—This following section presents only a summary 
o f selected information from the study. It is highly recom­
mended that the report be read in its entirety. The complete 
report, Fraudulent Financial Reporting: 1987-1997, An 
Analysis o f U S. Public Companies (Product No. 990036kk), 
can be obtained by calling the AICPA Order Department at 
1-888-777-7077. The price is $20 for members.
The Nature o f  the Com panies Involved
Were the entities involved in fr a u d  generally larger or sm aller 
companies? Entities engaging in financial statement fraud typi­
cally had assets well below $100 million— relatively small when
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compared to other public registrants. The majority o f  companies 
were not listed on the New York or American Stock Exchanges.
Were the entities involved in fra u d  concentrated in any particu lar  
industry? T he industries affected m ost frequently included 
computer hardware and software (15 percent), other manufac­
turing (15 percent), financial services (14 percent), and health­
care or health products (11 percent).
Were the entities involved in fra u d  concentrated in any particular 
geographic location? M ost o f the frauds were committed at, or di­
rected from, the companies’ headquarter locations. The states 
with the highest concentration o f sample companies were Califor­
nia (16 percent), New York (11 percent), and Florida (8 percent).
D id  an  entity’s fin a n c ia l condition provide any incentives fo r  
fraudu len t activities? For some entities, the pressures o f finan­
cial strain may have been a factor. In the periods preceding the 
fraud, some companies were experiencing net losses or were in 
close to breakeven positions. In some cases, subsequent fraud 
may have been designed to reverse downward spirals; for others, 
fraud may have been perpetrated to sustain upward trends.
The Nature o f  the Control Environment
How often was upper management associated with the frau d ?  In 
eighty-three percent o f  the cases examined, the chief executive 
officer or chief financial officer was identified as being associ­
ated with the financial statem ent fraud. O ther m em bers o f  
upper management named included the controller, chief oper­
ating officer, other senior vice presidents, and board members.
Where was the au dit committee10 an d  the board o f directors during 
the frau d ?  One quarter o f the companies had no audit commit­
tee. For those that did, most o f  the audit committees met only 
once a year. In addition, m ost audit committees appeared to be 
lacking in accounting or finance expertise. As for the boards,
10 The Report and Recommendations o f the Blue Ribbon Committee on Improving the 
Effectiveness o f Corporate A u d it Committees addresses general concerns about the 
performance of audit committees. See “On the Horizon,” later in this Alert.
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approximately 60 percent o f the directors had special ties to the 
company or its management. Nearly 40 percent had family rela­
tionships among the directors or the company’s officers.
The Nature o f  the Fraud
Were the fra u d  am ounts m aterial when com pared to the overall 
size o f  the company?Yes, the cumulative amounts o f  frauds were 
relatively large given the sizes o f  the companies involved. The 
average financial statement misstatement, or misappropriation 
o f assets, was $25 million, while the average company had as­
sets totaling $533 million.
Were m ost fra u d s lim ited  to a  single f isc a l p erio d ? N o . M ost 
frauds overlapped at least two fiscal periods, often involving 
both quarterly and annual financial statem ents. T he average 
fraud period had a duration o f approximately two years.
What fin an cial statement am ounts were typically m isstated? More 
than half o f  the frauds involved overstating revenues by record­
ing them either fictitiously or prematurely. The remainder in­
volved overstating assets by understating allowances for 
receivables; overstating the value o f  inventory, property, plant 
and equipment, and other tangible assets; and capitalizing items 
that should be expensed or recording assets that did not exist.
W hat methods were used to perpetrate revenue-related fra u d ? 
Some o f  the more common techniques for perpetrating revenue 
fraud included—
•  Falsification o f inventory records, shipping records, and 
invoices.
•  R ecording sales for goods sh ipped to other com pany 
locations.
•  R ecording sales after an order was placed, but before 
shipment to customers.
•  Recognizing revenue for “conditional sales,” that is, 
arrangements that contained unresolved contingencies or 
side agreements that altered the terms o f the transaction.
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•  Recognizing sales that occurred in the subsequent ac­
counting period (improper sales cutoff).
•  Im proper acceleration o f  the estim ated percentage o f  
completion for projects in process.
•  Recognition o f  revenue for the shipment o f  goods not or­
dered, goods sent on consignment, or trial basis, or defec­
tive goods recorded at full, rather than discounted prices.
Help Desk—For a further discussion of improper revenue 
recognition and the related topic of earnings management, 
see Audit Risk Alert 1998/99. In addition, the AICPA pub­
lishes Audit Issues in Revenue Recognition, a valuable look at 
problematic revenue recognition issues discussed from the 
auditor's perspective. You may obtain this publication from 
the AICPA Web site at http://www.aicpa.org/members/div/ 
auditstd/pubaud.htm.
Issues Related to the Outside Auditors
W hat types o f  au d it reports were issued during the last year o f  the 
fra u d  period? Fifty-five percent o f  the opinions were unquali­
fied. The remaining forty-five percent departed from the stan­
dard report because o f  issues relating to go ing concern, 
litigation, and other uncertainties, changes in accounting prin­
ciples, and changes in auditors between fiscal years com para­
tively reported.
What size au d it firm s were typically associated with the m isstated 
fin a n c ia l statem ents? Fifty-six percent o f  the com panies were 
audited by a Big Eight or Big Six firm during the fraud period. 
Forty-four percent were audited by a non-Big Eight or Big Six firm.
Were the outside au d itors im plicated  in fin a n c ia l statem ent 
fra u d ?  In twenty-nine percent o f  the cases examined, the out­
side auditors were named for either alleged involvement in the 
fraud or for negligent auditing.
D id  com panies change auditors durin g the fr a u d  period ? Yes, 
som e did. Ju st over twenty-five percent o f  the com panies
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changed auditors. A  majority o f  those changes occurred during 
the fraud period.
The report also suggests the relevant implications o f  these find­
ings to senior m anagem ent, the hoard o f  directors, the audit 
committee, and outside auditors. The significant recommenda­
tions relevant to auditors11 include—
•  The need for the effective monitoring o f  an entity’s going 
concern status.
•  The importance o f effective communications with prede­
cessor auditors.
•  T he im portance o f  understanding the entity’s control 
environment.
•  The effective consideration and testing o f  internal con­
trol related to transaction cu to ff and asset valuation 
(based on the assessment o f  control risk).
•  The need for the auditor to look beyond the financial 
statements to understand the risks unique to the client’s 
industry12, m anagem ent’s motivation toward aggressive 
reporting, and client internal control.
•  The potential for greater risk when auditing entities with 
weak board and audit committee governance.
The details o f  these recommendations can be found in the com­
plete version o f the report.
11 With regard to these recommendations, auditors should refer to the requirements 
o f the professional literature, including SAS No. 59, The A uditor’s Consideration 
o f an E ntity’s A bility  to Continue as a Going Concern (AICPA, Professional Stan­
dards, vol. 1, AU sec. 34 l); SAS No. 84, Communications Between Predecessor and  
Successor Auditors (AICPA, Professional Standards, vol. 1, AU sec. 315); SAS No. 
55, Consideration o f Internal Control in a F inancial Statem ent A u d it (as amended 
by SAS No. 78) (AICPA, Professional Standards, vol. 1, AU sec. 319); and SAS No. 
82, Consideration o f Fraud in a F inancial Statem ent A u d it (AICPA, Professional 
Standards, vol. 1, AU sec. 316).
12 A number of this year's industry-specific Audit Risk Alerts will address SAS No. 82 
and discuss fraud risk factors that are unique to the industry. A listing o f industry 
Alerts can be found in the “Guides and Audit Risk Alerts” section herein.
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Executive Summary— COSO’s Fraud Research Report
•  The COSO fraud report is a fascinating, insightful analysis o f inci­
dents of fraudulent financial reporting investigated by the SEC.
• The report discusses the nature o f the companies involved in 
fraud, the nature o f the control environment, the nature o f the 
fraud, issues related to auditors, and other matters.
•  You may find the report's insights to be useful in helping to better 
understand, and fulfill, certain requirements o f SAS No. 82.
Fraud— A Closer Look
What is the auditor’s responsibility to detect fraud in a financial 
statement audit?
The C O SO  fraud report and recent highly publicized instances 
o f fraudulent financial reporting serve as reminders to auditors 
o f  the need to remain alert to possible instances o f  fraudulent 
activity and to maintain an appropriate attitude o f  professional 
skepticism. A  number o f prominent fraud cases reported have 
involved either management fraud or deliberate deceit by man­
agem ent in w orking with their auditors. Som e o f  the more 
com m on audit issues identified in recent litigation related to 
fraudulent financial reporting included—
•  A  willingness by the auditor to accept management's rep­
resentations without corroboration.
•  Allowing the client to unduly influence the scope o f au­
diting procedures.
•  The failure to identify risky situations, or ignoring iden­
tified audit risks by not applying professional skepticism 
and revising auditing procedures appropriately.
Auditors are not responsible for detecting fraud p er se; however, 
auditors do have a responsibility to plan and perform the audit 
to obtain reasonable assurance that the financial statements are 
free o f  material misstatement, whether caused by error or fraud. 
The issuance o f  SAS N o. 82, Consideration o f  F rau d  in a  F i­
nancial Statem ent A udit (AICPA, Professional Standards, vol. 1,
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AU sec. 316), did not change the auditors responsibility with 
respect to fraud, but was designed to help auditors to fulfill 
their responsibility to detect material misstatements o f  financial 
statements caused by fraud.
Am ong other things, the Standard—
•  Describes the characteristics o f fraud. The more the audi­
tor knows about the nature o f  fraud, the better he or she 
will be equipped to identify risk factors, assess the risk o f 
material misstatement due to fraud, and develop an ap­
propriate audit response.
•  Requires the auditor to make an assessment as to the risk 
o f  material misstatement due to fraud, from the perspec­
tive o f the broad categories listed in the SAS. The assess­
m ent is separate from , but m ay be perform ed in 
conjunction with, other risk assessments made during the 
audit. The SAS also requires the auditor to reevaluate the 
assessm ent i f  other conditions are identified during the 
field work.
•  Provides examples o f  fraud risk factors that, when pre­
sent, might indicate the presence o f  fraud.
•  Requires the auditor to document evidence o f  the perfor­
mance o f  the fraud risk assessment, including risk factors 
identified as being present and the auditor's response to 
those risk factors.
•  Requires the auditor to communicate to management at 
the appropriate level and, in certain circumstances, directly 
with the audit committee.
The presence o f  a fraud risk factor, or even many fraud risk fac­
tors, does not always mean that there has been a fraud. But it 
may indicate the presence o f  a fraud. The examples o f  fraud risk 
factors in the SA S were developed from  research on known 
frauds, and have often been observed in circumstances involv­
ing fraud.
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Consider the example where an auditor, in the planning phase o f 
the audit, becomes aware that the client was having cash flow 
problems in spite o f  reported profits and earnings growth, and 
was operating in a declining industry with increasing business fail­
ures and significant declines in customer demand. The auditor or­
dinarily would use this information to identify high-risk audit 
areas while planning the audit. The auditor also should be aware 
that these items are fraud risk factors. Because o f this, the auditor 
should consider this information as an indicator o f possible fraud 
and plan and perform the auditing procedures accordingly.
The assessm ent o f  the risk o f  a material m isstatem ent due to 
fraud is a cumulative process. Over the course o f the audit, the 
auditor m ay become aware o f  the presence o f  additional risk 
factors. For example, the auditor may learn that—
•  M anagement is dominated by a small group o f  individu­
als, who could probably override any internal controls.
•  There are significant pressures to obtain additional capi­
tal to remain competitive.
•  Management has committed to analysts to achieve what ap­
pear to be unduly aggressive or unrealistic financial targets.
The auditor may also uncover, during the audit, unusual jour­
nal entries to the accounts receivable ledger or sales journal that 
significantly affect reported earnings, or a significant number o f 
pre- or post-dated transactions.
Regardless o f  when the auditor discovers fraud risk factors or 
other conditions related to the fraud risk assessment, the auditor 
should consider their effect on auditing procedures. The auditor 
should document the risk factors identified, as well as the audi­
tor's response to the risk factors. The fraud risk factors and other 
conditions identified may cause the auditor to believe that the 
planned audit procedures are not sufficient to provide reasonable 
assurance that the financial statements are free from material mis­
statement. Accordingly, auditing procedures should be planned 
and performed to specifically address the identified risks.
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In certain situations, management may have the motive (pres­
sure to obtain additional capital) and opportunity (ability to 
override internal controls) to im properly recognize revenue, 
perhaps by recording fictitious sales or recognizing revenue in 
the im proper period. In such circumstances, the auditor m ay 
consider expanding audit procedures in this area by—
•  T h orou gh ly  exam in in g o rig in al (not copies) source 
docum ents.
•  Analyzing credit m em os and other accounts receivable 
adjustments.
•  As part o f  the confirm ation process, confirm ing the 
terms o f sale with customers, including the existence o f 
side-agreements.
•  Analyzing large or unusual sales made prior to the period 
end.
•  Scanning the general ledger, sales journal, and accounts 
receivable sub-ledger for unusual activity.
•  Com paring operating cash flows to sales by sales person, 
location, or product.
Above all, auditors must maintain an appropriate attitude o f pro­
fessional skepticism. This means neither assuming that manage­
ment is dishonest nor assuming unquestioned honesty; obtaining 
corroborating evidence for management representations; consider­
ing whether misstatements may be the result o f  fraud; and appro­
priately designing and performing auditing procedures to address 
fraud risk factors. The application o f professional skepticism in re­
sponse to the auditor's assessment o f the risk o f  material misstate­
ment due to fraud might include (1) increased sensitivity in the 
selection o f the nature and extent o f documentation to be exam­
ined in support o f material transactions, and (2) increased recogni­
tion o f  the need to corroborate management explanations or 
representations concerning material matters— such as further ana­
lytical procedures, examination o f documentation, or discussions 
with others within our outside the entity.
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Help Desk—For further information on fraud refer to the 
self-study course, Consideration o f Fraud in a  Financial 
Statement Audit: The Auditor’s Responsibilities under SAS No. 
82 (Product no. 732045kk) and the AICPA Practice Aid, 
Considering Fraud in a Financial Statement Audit: Practical 
Guidance for Applying SAS No. 82  (Product no. 008883kk), 
which walks the practitioner through the issues likely to be 
encountered in applying the SAS to audits and provides valu­
able tools, such as sample documentation. It also provides 
specific guidance on applying the concepts of the SAS to sev­
eral industries.
The Year 2000 Issue
What is the Year 2000 Issue? How will It affect your audits?
By now, you are aware o f the Year 2000 Issue and its potential 
to adversely affect the operations o f  entities that rely, directly or 
indirectly, on information technology. But, as auditor, what are 
your responsibilities for the Year 2000 Issue?
First, it m ust be understood that it is the responsibility o f an en­
tity’s management— not the auditor’s— to assess and remediate 
the effects o f  the Year 2000 Issue on the entity’s systems. The 
Year 2000  Issue does not create additional responsibilities for 
the auditor. Under GAAS, the auditor has a responsibility to 
plan  and perform  the audit to obtain  reasonable assurance 
about whether the financial statements are free o f material mis­
statement, whether caused by error or fraud. Thus, the auditor’s 
responsibility relates to the detection o f material misstatement 
o f  the financial statem ents being audited, whether caused by 
the Year 2000 Issue or by some other cause.
Auditing Guidance
As we approach the end o f  1999, some organizations may in­
tend to m odify their norm al business practices (for example, 
suspending operations around December 31, 1999) or financial 
accounting procedures (for example, modifying previous proce­
dures for closing the general ledger and preparing quarterly or
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annual financial statements as o f  December 31, 1999.) Organi­
zations also m ay experience significant changes in historical 
patterns o f  sales or purchases because o f  uncertainties about the 
Year 2000  readiness am ong trading partners. As part o f  the 
audit planning process, auditors m ay wish to specifically in­
quire about any changes their client anticipates in such items 
that might have an effect on the audit (for example, tim ing o f 
sales cut-off procedures, tim ing o f  inventory observations), and 
consider the possible effect such items may have on the nature, 
tim ing and extent o f  planned audit procedures (for example, 
historical analytical relationships m ay be different because o f 
changes in normal business practices). Auditors also should an­
ticipate that changes in normal business practices may also rep­
resent additional accounting or disclosure issues that may not 
be identified until year end, such as considering whether an un­
usually high level o f  December 1999 sales will be accompanied 
by an unusually high level o f  January returns, and consequently 
whether the reserve for returns is adequate.
Auditors also should consider whether any year-2000-related 
events have occurred subsequent to the balance-sheet date but 
prior to the issuance o f the financial statements and the audi­
tor's report that require adjustment or disclosure in the financial 
statements. Examples o f such events and how companies should 
account for them are discussed in E IT F  Issue No. 99-11, Subse­
quent Events Caused by Year 2 0 0 0  (see discussion below under 
“Accounting Considerations” ).
Auditing guidance relating to the Year 2000 Issue has also been 
developed by the Audit Issues Task Force (AITF) o f  the Audit­
ing Standards Board (ASB). The A IT F  has issued the following 
auditing Interpretations.
•  Interpretation No. 4 , “Audit Considerations for the Year 
2000 Issue,” o f  AU section 311, Planning an d  Supervision 
(AICPA, Professional Standards, vol. 1, AU sec. 9311.38), 
discusses the auditor's responsibility for the Year 2000 
Issue, how it affects planning for an audit o f financial state­
ments conducted in accordance with GAAS, and under 
what circumstances the Year 2000 Issue m ay result in a
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reportable condition under SAS No. 60, Communication o f  
In tern al Control R elated M atters N oted in an  A udit 
(AICPA, Professional Standards, vol. 1, AU sec. 325).
•  Interpretation No. 3, “Responsibilities o f Service Organiza­
tions and Service Auditors W ith Respect to Information 
About the Year 2000 Issue in a  Service Organizations De­
scription o f Controls,” o f  SAS No. 70, Reports on the Pro­
cessing o f  Transactions by Service O rganizations (AICPA, 
Professional Standards, vol. 1, AU sec. 9324.19), clarifies 
the responsibilities o f service organizations and service au­
ditors for information about the Year 2000 Issue in a service 
organizations description o f controls. This Interpretation is 
being amended to further clarify a  service auditor's respon­
sibility with respect to design deficiencies that the service 
auditor becomes aware o f  that did not affect processing 
during the period covered by the service auditor's exami­
nation, but did result in incorrect processing during the 
subsequent events period and could affect user organiza­
tions. The amended Interpretation is expected to be avail­
able on the AICPA Web site in November 1999. A  brief 
sum m ary o f  the Interpretation being considered at the 
time we went to press is included in the New Auditing 
Pronouncements section.
•  Interpretation No. 2, “Effect o f the Year 2000 Issue on the 
Auditor's Consideration o f  an Entity’s Ability to Continue 
as a G o in g  C oncern” , o f  SA S N o. 59, The A u d ito r’s 
Consideration o f  an Entity’s Ability to Continue as a  Going 
Concern  (A ICPA , P rofessio n al S tan d ard s, vol. 1, AU 
sec. 9341.03), provides guidance regarding the identifica­
tion and evaluation o f  conditions and events o f  the kind 
identified in SAS No. 59 that relate to the Year 2000 Issue.
In addition, the A IT F  issued attestation Interpretation No. 1, 
“Consideration o f  the Year 2000 Issue When Examining or Re­
viewing Management's Discussion and Analysis” , o f  SSAE No. 8, 
M anagement’s Discussion an d  Analysis (AICPA, Professional Stan­
dards, vol. 1, AT sec. 9700.01), which provides guidance on the 
practitioner's responsibility with respect to year 2000 disclosures.
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Engagement Letters
Auditors may wish to specifically address the Year 2000 Issue in 
connection with obtaining an understanding with their client, 
pursuant to SAS No. 83, Establishing an Understanding With the 
Client (AICPA, Professional Standards, AU sec. 310). SAS No. 
83 requires auditors to obtain an understanding with the client 
about the service to be performed, including the objectives and 
limitations o f  an audit o f  financial statements. W ith regard to 
the Year 2000 Issue, auditors may wish to consider adding lan­
guage such as the following to their engagement letter:
Because many computerized systems use only two digits to 
record the year in date fields (for example, the year 1999 is 
recorded as 99), such systems may not be able to process dates 
accurately in the year 2000 and after. The effects of this problem 
vary from system to system and may adversely affect an entity’s 
operations as well as its ability to prepare financial statements.
An audit o f financial statements conducted in accordance 
with generally accepted auditing standards is not designed to 
detect whether the entity’s systems are year 2000 ready. Fur­
ther, we have no responsibility with regard to the Company’s 
efforts to make its systems, or any other systems such as those 
o f the Company’s vendors, service providers, or any other 
third parties, year 2000 ready or provide assurance on 
whether the Company has addressed or will be able to address 
all of the affected systems on a timely basis. These are respon­
sibilities o f the Company’s management. However, for the 
benefit of management, we may choose to communicate mat­
ters that come to our attention relating to the Year 2000 Issue.
M anagement Letters
The auditor also m ay wish to consider whether year-2000-re- 
lated problems should be highlighted in his or her management 
comment letters. Through inquiries o f  client personnel, the au­
ditor may obtain information regarding the client’s understand­
ing o f  the Year 2000 Issue and, i f  applicable, the progress o f its 
year 2000 project efforts. The auditor may wish to communi­
cate to senior management and the audit committee the results
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o f  such inquiries and any observations regarding the year 2000. 
However, auditors should be cautious in these communications 
not to imply an assumption o f  assuring year 2000 readiness.
Depending on the entity’s reliance on date-dependent process­
ing and the state o f preparedness for the year 2000, the auditor 
also may want to address certain other situations relating to the 
Year 2000  Issue in his or her m anagem ent letter. Situations 
such as the following may occur.
•  The client has not begun to address the Year 2000 Issue. 
T he client recognizes the issue but needs to develop a 
year 2000 project plan.
•  The client recognizes the issue but needs to assess the ef­
fect o f  the year 2000 issue on its systems.
•  The client needs to consider the budget and resource im ­
plications o f  the plan.
•  The client is not currently  meeting its year 2000 project 
plan timetables.
Accounting Considerations
Auditors should also be alert to the numerous accounting con­
siderations that arise out o f  the Year 2000 Issue. As this publi­
cation went to press, the FASB's Em erging Issues Task Force 
(EITF) was discussing but had not reached a consensus on Issue 
N o. 99-11, Subsequent Events Caused by Year 2000 . The issue is 
when costs or losses associated with Year 2000 failures that are 
detected subsequent to the balance sheet date but prior to the 
issuance o f  financial statem ents should be recognized. T he 
Issue provides several cases to illustrate how various transac­
tions could be affected by Year 2 000  failures. T he types o f  
transactions include warranty, receivables from product sales, 
loans, inventory, capitalized software costs, long-lived assets, 
contracts to provide services, litigation for lost profit or loss o f 
business, insurance policies, and sales with the right o f  return. 
Auditors m ay wish to visit the FASB Web site at http://www. 
fasb.org to monitor the status o f  this guidance.
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A uditors should consider whether the costs associated with 
their client’s modifications o f  computer systems pursuant to the 
Year 2000  Issue have been properly accounted for. T he E IT F  
has considered this matter in Issue N o. 96-14, Accounting fo r  
the Costs Associated with M odifying Computer Softw are fo r  the 
Year 2000 . This E IT F  Issue addresses accounting for the exter­
nal and internal costs specifically associated with the modifica­
tion o f  internal-use computer software for the year 2000. The 
issue does not address purchases o f  hardware or software that 
replace existing software that is not year-2000-ready, nor does it 
address im pairm ent or amortization issues relating to existing 
assets. The task force reached a consensus that external and in­
ternal costs specifically associated with modifying internal-use 
software for the year 2000 should be charged to expense as in­
curred. In addition, E IT F  Issue No. 97-13, Accounting fo r  Costs 
Incurred in Connection with a  Consulting Contract or an  Inter­
n a l Project T hat Combines Business Process Reengineering an d  
Inform ation Technology Transform ation, provides relevant guid­
ance when an entity’s year 2000  project involves business 
process reengineering.
The Year 2000  Issue m ay render certain client assets (such as 
com puter hardware and software) obsolete or inoperable. Ac­
cordingly, auditors may wish to consider whether the client has 
properly accounted for such events by appropriately adjusting 
useful lives, residual values, or both, or recognizing impairment 
losses pursuant to the guidelines set forth under Financial Ac­
counting Standards Board (FASB) Statement No. 121, Account­
ing fo r  the Im pairm ent o f  Long-Lived Assets an d  fo r  Long-Lived 
Assets to Be D isposed O f
Other accounting issues that m ay arise include the following:
•  Revenue recognition principles for software transactions 
are set forth in AICPA Statement o f  Position (SOP) 97-2, 
Softw are Revenue Recognition, as amended by SO P  98-9, 
M odification o f  SO P  9 7-2 , Software Revenue Recogni­
tion, With Respect to C ertain  Transactions. T h is SO P  
provides guidance on the amount and tim ing o f  revenue 
recognition in arrangements that may include the presence
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o f specific factors, including uncertainty o f  customer ac­
ceptance; customer cancellation privileges; and multiple 
elem ents, including upgrades and enhancem ents and 
postcontract customer support. Entities should be aware 
that the Year 2000 Issue could affect one or more o f  these 
factors and have an unexpected effect on future revenue 
recognition.
•  The Year 2000  Issue m ay create product warranty and 
product defect liability  and product returns issues for 
software and hardware vendors. These vendors should 
consider FASB Statement No. 5, Accounting fo r  Contin­
gencies, paragraphs 24 to 26, i f  there are product w ar­
ranty or product defect liab ility  issues and FASB 
Statem ent N o. 48 , Revenue Recognition When R ight o f  
Return Exists, for product return issues.
•  Software developers should evaluate arrangements to ad­
dress the Year 2000 Issue performed for other entities for 
a fee that are being accounted  for under S O P  81-1 , 
A ccounting fo r  Perform ance o f  Construction- Type a n d  
Certain Production-Type Contracts. For any contract ex­
pected to result in a loss, the vendor should record a pro­
vision  for the entire loss in the period in which it 
becomes evident.
•  FASB Statement N o. 86, Accounting fo r  the Costs o f  Com­
pu ter Softw are to Be Sold, Leased, or Otherwise M arketed, 
is the authoritative standard on accounting for costs in­
curred to produce or purchase software that is to be sold, 
leased, or otherwise marketed. Only certain costs qualify 
for capitalization under this standard. In accordance with 
the guidance in the Statement, a write-down or an accel­
eration o f amortization may be necessary if  estimated fu­
ture gross sales are lower than expected because o f  the 
Year 2000 Issue.
•  Inventories o f  hardware devices that are not year-2000- 
ready w ould be subject to the lower o f  cost or m arket 
test described in A ccounting Research Bulletin (ARB)
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43, Restatem ent an d  Revision o f  Accounting Research B u l­
letins, chapter 4 , paragraph 8.
•  In addition to the disclosure requirements under the pro­
nouncements previously mentioned, practitioners should 
be aware o f  the requirements o f  SO P  94-6, Disclosure o f  
Certain Significant Risks an d  Uncertainties. Although the 
need for disclosure by an entity depends on facts and cir­
cumstances, disclosure may be required in areas such as 
impairment or amortization o f capitalized software costs, 
inventory valuation, long-term contract accounting, or 
litigation if  it is reasonably possible that the amounts re­
ported in the financial statements could change by a ma­
terial am ount w ithin one year from  the date o f  the 
financial statements. Disclosures also may be required o f  
current vulnerability due to certain concentrations if, for 
example, a significant vendor has not satisfactorily ad­
dressed the Year 2000 Issue.
SE C  Disclosure Requirement
Auditors o f publicly held companies should consider the guid­
ance set forth by the SE C  in its Interpretation “ Statement o f the 
C om m ission  R egarding D isclosure o f  Year 2 0 0 0  Issues and 
Consequences by Public Com panies, Investment Advisers, In­
vestm ent C om panies, and M unicipal Securities Issuers” (the 
SE C  Interpretation). The SE C  Interpretation—
•  Provides guidance to public companies so they can deter­
mine whether their Year 2000 Issues are known material 
events, trends, or uncertainties that should be disclosed 
in the M anagement's D iscussion and Analysis o f  Finan­
cial Condition and Results o f  Operations (M D & A ) sec­
tion o f their disclosure documents.
•  Sets forth SEC  guidance regarding specific matters for com­
panies to address in their M D & A  Year 2000 Issue disclosure.
•  Addresses the need for com panies to consider the Year 
2000  Issue in connection with other rules and regula­
tions and when they prepare financial statements.
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•  Reminds registrants that the antifraud provisions o f the 
federal securities laws apply to disclosure about the Year 
2000 Issue.
Help Desk—The SEC Interpretation supersedes the guid­
ance previously set forth in the revised Staff Legal Bulletin 
No. 5. The full text of the Interpretation can be viewed on 
the SEC Web site http://www.sec.gov/news/home2000.htm.
The Litigation Risk
Auditors should also be aware o f the risk o f  litigation relating to 
the Year 2000 Issue. Some clients may be uninformed about the 
Year 2000 Issue, while others m ay underestimate its magnitude. 
Those who mistakenly believe that the Year 2000 Issue should 
be addressed and resolved as part o f  the audit process may seek 
legal recourse i f  that outcome is not achieved. Therefore, audi­
tors m ay wish to educate their clients on the Year 2000 Issue 
and its implications. As previously discussed, auditors m ay wish 
to incorporate these issues in the engagement letter by outlin­
ing the responsibilities o f both the client and the auditor. By ad­
vising the client and planning ahead, auditors may avoid any 
potential dispute with the client, while at the same time offer­
ing the opportunity o f  helping the client understand the seri­
ousness o f the problem  and identifying resources that may be 
needed to address the issues.
Help Desk—A bill (the Y2K Act) limiting the liability of com­
panies and individuals for computer breakdowns caused by the 
Year 2000 Issue was signed into law on July 2 0 , 1999. Search for 
the Y2K Act on the Internet Web site—Thomas, Legislative In­
formation on the Internet, at http://thomas.loc.gov.
More on the Year 2000 Issue
A  more comprehensive discussion o f  the num erous auditing 
and accounting issues related to the Year 2000 Issue is presented 
in the AICPA publication The Year 2 0 0 0  Issue— Current Ac­
counting an d  A uditing Guidance.13 The publication provides a
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wealth o f  information for auditors, including discussions relat­
ing to the following:
•  Introduction to and implication o f the Year 2000 Issue
•  Industry specific considerations
•  Financial reporting issues
•  Auditing issues
•  Disclosure considerations
•  Auditor communications
•  Practice management issues
Help Desk—This document can be obtained, free o f charge, 
at the AICPA's Web site at http://www.aicpa.org/members/ 
y2000/intro.htm. The AICPA Web site provides a year 2000 
resource page with links to many useful sites as well.
Additional inform ation relating to the year 2000  issue is also 
available on the Internet at the following Web sites:
•  T he N ation al Bulletin  Board  for the Year 2 0 0 0 — at 
http: //www.year2000.com
•  Management Support Technology at http://www.mstnet. 
com/year2000
•  AICPA, Links to Other Sources— http://www.aicpa.org/ 
m em bers/y2000/sources.htm
In addition , the A ICPA  publication  A ccounting Trends an d  
Techniques— 1999  (Product N o. 009890kk), contains examples 
o f  Year 2000 Issue financial statement disclosures made by pub­
licly held entities. 13
13 With regard to this publication, the SEC Interpretation on year 2000 issues states 
that “Although the term may is used throughout the AICPA's guidance, perhaps 
suggesting that the guidance is discretionary, we believe that the procedures out­
lined by the AICPA should be considered appropriate practice at this time and we 
expect companies and their auditors to comply with that guidance. If  they do not, 
they should be prepared to justify why the procedures were not followed.”
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Executive Summary— The Year 2000 Issue
•  Unless corrective actions are taken, the year 2000 may cause ac­
counting and financial information systems to produce inaccurate 
date-related output.
•  The AITF has issued Interpretations providing guidance to audi­
tors on the Year 2000 Issue.
•  Auditors may wish to include references to the Year 2000 Issue in 
their engagement and management letters.
•  Auditors should consider guidance on client accounting being de­
veloped by the EITF in Issue No. 99-11, Subsequent Events Caused 
by Year 2000.
•  Auditors should consider client accounting for the Year 2000 Issue 
pursuant to such pronouncements as EITF Issue No. 96-14; SOP 
Nos. 81-1, 94-6, and 97-2; ARB 43; and FASB Statement Nos. 5, 
48, 86, and 121. For publicly held entities, SEC rules and regula­
tions should be considered.
• Auditors should be alert to the litigation threats that may arise 
from the Year 2000 Issue.
Materiality— SEC Staff Bulletin
What does the new SEC Staff Accounting Bulletin have to say about 
materiality? What effect will it have on financial statement preparation 
and audits?
The SE C  staff has released SAB No. 99 .14 This SAB addresses 
the application o f materiality thresholds to the preparation and 
audit o f  financial statem ents filed with the SE C . T h e SAB 
states that it does not create new standards or definitions for 
m ateriality, but reaffirm s the concepts o f  m ateriality  as ex­
pressed in the accounting and auditing literature as well as in 
long-standing case law.
14 SABs are not rules or interpretations o f the SEC; they represent interpretations 
and practices followed by staff o f the Office of the Chief Accountant and the Divi­
sion o f Corporation Finance in administering the disclosure requirements o f the 
federal securities laws.
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Indeed, the SAB draws heavily on the existing auditing and ac­
counting literature on materiality, and makes some im portant 
statements. These statements include the following:
•  Registrants and auditors m ay not rely solely on a numer­
ical threshold to determine what is material.
•  The materiality o f  misstatements discovered in the finan­
cial reporting and auditing processes m ust he considered 
both individually and in the aggregate.
•  Intentional misstatements that are not material are inap­
propriate and may be unlawful.
The SAB addresses the evaluation o f misstatements discovered in 
the financial reporting and auditing processes, and does not affect 
the auditor's consideration o f  materiality in planning the audit.
Qualitative Characteristics o f  Materiality
R egistrants and the auditors o f  their financial statem ents 
should not rely exclusively on quantitative benchmarks, or rules 
o f  thumb, to determine whether an item is material to the fi­
nancial statem ents. A  num erical threshold m ay provide the 
basis for a preliminary assum ption that an am ount is unlikely 
to be material; however, it is not a  substitute for a full analysis. 
The accounting literature reminds us that an am ount is mater­
ial i f  the “magnitude o f the item is such that it is probable that 
the judgm ent o f a reasonable person relying upon the [finan­
cial] report would have been changed or influenced by the in­
clusion or correction o f  the item .” 15 T hus, m anagem ent and 
auditors m ust consider both quantitative and qualitative aspects 
o f unadjusted differences and omissions.
SAS No. 47, A udit R isk an d  M ateriality in Conducting an  A udit 
(AICPA, Professional Standards, vol. 1, AU sec. 312), provides 
auditors with guidance on evaluating audit findings (see AU 
sec. 312 .35—.40). SAS N o. 58, Reports on A udited  F in an cia l
15 FASB, Statement o f Financial Accounting Concepts No. 2, Q ualitative Character­
istics o f Accounting Inform ation .
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Statem ents, also provides guidance on evaluating the materiality 
o f  departures from  generally accepted accounting principles 
(see AICPA, P rofessional Stan dards, vol. 1, AU sec. 508 .36). 
SAB No. 99 provides some additional qualitative factors to con­
sider and states that am ong the considerations that may well 
render material a  quantitatively small misstatement o f a finan­
cial statement item are whether the misstatement—
•  Arises from an item capable o f  precise measurement or 
whether it arises from an estimate and, i f  the latter, the 
degree o f  imprecision inherent in the estimate.
•  M asks a change in earnings or other trends.
•  H ides a failure to meet analysts’ consensus expectations 
for the enterprise.
•  Changes a loss into income or vice versa.
•  Concerns a segment or other portion o f  the registrant’s 
business that has been identified as playing a significant 
role in the registrant’s operations or profitability.
•  Affects the registrant’s com pliance with regulatory re­
quirements.
•  Affects the registrant’s compliance with loan covenants or 
other contractual requirements.
•  H as the effect o f  increasing m anagem ent’s com pensa­
tion— for exam ple, by satisfying requirem ents for the 
award o f  bonuses or other forms o f  incentive compensa­
tion.
•  Involves concealment o f  an unlawful transaction.
SA B N o. 99 also em phasizes the possible effect o f  m isstate­
ments on segment disclosures. For example, it states that a  mis­
statem ent o f  the revenue and operating profit o f  a relatively 
small segment that is represented by management to be im por­
tant to the future profitability o f  the entity is more likely to be 
m aterial to investors than a m isstatem ent in a  segm ent that 
management has not identified as especially important.
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A uditors and m anagem ent m ay wish to  consider expanding 
their docum entation o f the reasons for concluding that unad­
justed misstatements are not material to include salient qualita­
tive considerations.
Aggregation o f Unadjusted Differences
SAB N o. 99 reminds auditors that, when evaluating the materi­
ality o f  unadjusted differences, they should be considered both 
individually and in the aggregate. An individually material mis­
statement should not be aggregated with offsetting immaterial 
amounts as part o f  an analysis that justifies that, as a whole, the 
misstatements are not material. In addition, SAS No. 47  states 
that “the auditor should aggregate misstatements that the entity 
has not corrected in a way that enables him or her to consider 
whether, in relation to individual amounts, subtotals, or totals 
in the financial statements, they materially misstate the finan­
cial statements taken as a whole.” (See AU sec. 312.34.) Also, 
the SE C  staff believes that, in considering the aggregate effect 
o f  multiple misstatements on a subtotal or total, registrants and 
the auditors o f  their financial statements should exercise partic­
ular care when considering whether to offset (or the appropri­
ateness o f  offsetting) a m isstatem ent o f  an estim ated am ount 
with a misstatement o f  an item capable o f  precise measurement.
Intentional M isstatements
SAB N o. 99 states that m anagem ent should not make inten­
tional immaterial errors in a registrant’s financial statements to 
“manage” earnings, and that, in certain circumstances, inten­
tional immaterial misstatements are unlawful. The SAB makes 
some subtle observations about management's intent and the le­
gality o f  intentional misstatements, some o f which are discussed 
below. It further reminds registrants o f their legal responsibility 
to keep books, records, and accounts that, in reasonable detail, 
accurately and fairly reflect transactions and the disposition o f 
assets. The SAB also reminds auditors o f their obligation to in­
form management and, in some cases, the audit committee o f  il­
legal acts that come to the auditor's attention.
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The SE C  staff believes that a registrant and the auditors o f  its 
financial statements should not assume that even small inten­
tional m isstatem ents in financial statem ents are im m aterial. 
W hile the intent o f  m anagem ent does not render a m isstate­
ment material, it may provide significant evidence o f  material­
ity. T he evidence m ay be particularly  com pelling where 
management has intentionally misstated items in the financial 
statem ents to “m anage” reported earnings. In that instance, 
management presumably has done so believing that the result­
ing amounts and trends would be significant to users o f the reg­
istran t’s financial statem ents. T he S E C  sta ff  believes that 
investors generally would regard such a practice as significant.
In discussing the legality o f misstatements, SAB N o. 99 focuses 
on intent. The SAB states that it is unlikely that it is ever “rea­
sonable” for registrants to record immaterial misstatements or 
not to correct known im m aterial misstatements as part o f  an on­
going effort directed by or known to senior management for the 
purposes o f “managing” earnings. Therefore, when evaluating 
the materiality o f unadjusted misstatements, it becomes im por­
tant to consider factors such as analysts’ consensus estim ates 
and other factors that might be motivating management.
The SAB reminds auditors o f their responsibilities under GAAS 
and the securities laws to report illegal acts to management and, 
under certain circumstances, to the audit committee. However, 
it does not provide any definitive conclusions about when an 
immaterial misstatement is an illegal act. I f  the auditor identi­
fies otherwise immaterial misstatements that he or she suspects 
are either intentional or were not corrected “as part o f  an ongo­
ing effort directed by or known to senior management for the 
purposes o f  m anaging earnings,” he or she may need to con­
sider consulting with legal counsel.
Registrants and their auditors are urged to read the SAB fully 
and carefully. The A SB has established a task force to consider 
whether the auditing standards should be am ended or inter­
preted, or whether additional guidance is needed.
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Help Desk—The full text o f the SAB can be viewed at the 
SEC Web site http://www.sec.gov/rules/acctreps/sab99.htm. 
Additional sources of guidance on materiality evaluation in­
clude Practice Alert 94-1, Dealing With Audit Differences, is­
sued by the Professional Issues Task Force (PITF) o f the 
AICPA SEC Practice Section Executive Committee (the Alert 
is available on the AICPA's Web site at http://www.aicpa.org) 
and a “White Paper” on materiality developed by a task force 
of the five largest accounting firms (this paper also is avail­
able on the AICPA's Web site).
Peer Review— Common Engagement Deficiencies
What are some of the common engagement deficiencies cited in peer 
reviews?
In this section we present a selection o f significant and recur­
ring engagement deficiencies commonly noted in peer reviews 
o f CPA firms with non-SEC registrant clients. Significant defi­
ciencies are those that are considered to be material to under­
standing the report or financial statem ents, or that represent 
critical auditing procedures. Engagements with significant defi­
ciencies are generally considered to be substandard.
D eficiencies noted in audit procedures and docum entation  
include—
•  Failure to assess the risk o f  fraud (as required by SAS No. 
82).
•  Failure to document the auditor's consideration o f  inter­
nal control (as required by SAS No. 55, as amended).
•  Failure to use a written audit program  (as required by 
SAS No. 22).
•  Failure to obtain legal representation letter i f  an attorney 
was consulted (as required by SAS No. 12).
•  Failure to obtain a management representation letter (as 
required by SAS N o.84).
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Deficiencies noted in audit reporting (SAS No. 26, 58) include—
•  Issuance o f  an audit report when the auditor is not inde­
pendent.
•  Departures from standard wording where the report does 
not contain the critical elements o f  applicable standards.
•  Failure to appropriately  qualify  the audit report for a 
scope limitation or departure from the basis o f  account­
ing used for the financial statements.
•  Failure to disclose a  m aterial departure from  GAAP in 
the audit report.
•  Failure to issue reports on compliance or internal control 
for audits subject to Government Auditing Standards.
Audit Sampling
What are some of issues to be considered in audit sampling? Where can 
you obtain practical guidance for sampling?
GAAS does not require auditors to use sam pling. Yet it goes 
without saying that few audits involve the examination o f  every 
transaction that occurred within the period under considera­
tion. Indeed, in m ost situations testing every item that could 
possibly be selected for examination would make a timely and 
reasonably priced audit virtually im possible. Instead it is far 
more common for auditors to examine something less than an 
entire population or class or items. But is “something less than 
the entire population” always considered to be a sample for the 
purposes o f  SAS No. 39, A udit Sam pling (AICPA, Professional 
Standards, vol. 1, AU sec. 350)?
SAS No. 39 defines sam pling as “ ...the application o f  an audit 
procedure to less than 100 percent o f  the items within an ac­
count balance or class o f  transactions for the purpose o f  evalu­
ating some characteristic o f the balance or class...” It is important 
to keep in mind, therefore, that merely testing less than 100 per­
cent o f  a given population does not constitute sam pling as de­
fined by SAS No. 39. The audit test must be performed for the
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purpose o f  evaluating some characteristic o f the entire balance 
or class in order to meet that definition.
L e t 's assume that you have decided to test less than 100 percent 
o f  a particular account. You have chosen to audit only those 
items above a predetermined dollar am ount, and to do nothing 
more. In this situation, SAS N o. 39 would not apply. Yes, you 
have audited less than 100 percent o f  the population, but you 
have not projected test results to the population as a whole. In­
stead, you have tested 100 percent o f  the items in a particular 
subpopulation— those above the predetermined dollar amount. 
In this circumstance, it is not appropriate to project the results 
o f  that test to the remaining balances, because those remaining 
balances had no opportunity to be selected for testing. Exam ­
ples o f  other procedures that, in general, do not involve sam ­
pling include inquiry and observation, analytical procedures, 
and procedures applied to every item in a population.
Sam pling is a  complex area. The issue o f  what does or does not 
constitute sam pling is just one o f  a  number o f  matters for audi­
tors to consider. Som e o f the key requirements o f SAS N o. 39 to 
keep in m ind are as follows:
•  Sam ple selection— Select sample items in such a way that 
they can be expected to be representative o f the popula­
tion from which they are drawn. All items in the popula­
tion should have an opportunity to be selected.
•  E valuation— M isstatem ents detected in a sam ple for a 
substantive test o f  details should be projected to the pop­
ulation, thus yielding an estimate o f  the total projected 
misstatement in the population. Be sure to consider the 
nature and cause o f  the misstatements and their possible 
relationship to other phases o f the audit as well.
•  Sam pling risk— Consider the risk that the conclusions 
reached on the basis o f  tests applied to a sample might be 
different from those that would have been reached if  the 
test were applied in the sam e way to the entire popula­
tion. In other words, a sample may contain more, or less, 
m onetary m isstatem ents, or deviations from prescribed
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controls, than exist in the balance or class as a whole. 
Note that sam pling risk is inversely related to sample size. 
W ith all other factors remaining the same, the larger the 
sample, the lower the sam pling risk.
•  Tolerable m isstatem ent—W hen using sam pling in sub­
stantive tests o f  details, this is how much monetary m is­
statem ent in the related account balance or class o f  
transactions m ay exist w ithout causing the financial 
statements to be materially misstated. W hen using sam­
pling in tests o f  controls, this is the maximum rate o f  de­
viation from  the prescribed control that you w ould be 
willing to accept without altering your planned assessed 
level o f  control risk.
The A ICPA has recently issued an A uditing Practice Release 
(APR) titled A u d it Sam pling  (Product N o. 0 2 1 0 6 lk k ). T h is 
APR, which supersedes the Audit Guide A udit Sam pling, pro­
vides guidance to help auditors apply audit sam pling in accor­
dance with SAS N o. 39. It provides practical guidance on the 
use o f  both nonstatistical and statistical sam pling in auditing. 
You can use the A PR  as a reference source if  you are knowledge­
able about audit sampling. Or, i f  you are new to this area, you 
can use the A PR  as an initial introduction to sampling. Some o f 
the topics that the A PR  addresses include sam pling vs. nonsam­
pling techniques, statistical and nonstatistical sampling, deter­
m ining sam pling size, controlling sam ple risk, evaluating 
sam ple results, sam pling in tests o f  controls, and sam pling in 
substantive tests o f  details.
Audit Committees
What should you know about communications with audit committees?
W ith the release o f  the Report an d  Recommendations o f  the Blue 
Ribbon Committee on Im proving the Effectiveness o f  Corporate 
A udit Committees (See “ O n the Horizon” later in this Alert), 
the issuance o f Independence Standard N o . 1, Independence D is­
cussions with A udit Committees (see “ Independence and Other 
Ethics Standards” later in this A lert), and the C O S O  fraud
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report discussion o f  the problem o f  weak audit committee and 
board governance, the topic o f  audit com m ittees has been a 
prominent one this year. This provides us with a good opportu­
nity to review the auditor s obligations with respect to audit 
committee communications.
SAS N o. 61, Communication With A udit Committees (AICPA, 
Professional Standards, vol. 1, AU sec. 380), requires auditors to 
communicate certain matters to those who have responsibility 
for the oversight o f  the financial reporting process. For the pur­
poses o f  this Standard, the recipient o f  the communications is 
referred to as the audit committee. The auditor is required to 
make these communications only in audits o f—
1. Entities that either have an audit committee or that have 
otherwise formally designated oversight o f the financial re­
porting process to a group equivalent to an audit committee.
2. All SE C  engagements (this term is specifically defined by 
SAS No. 61 in footnote 2 o f AU section 380.01).
SAS No. 61 requires the following matters to be communicated:
•  The auditor's responsibility under GAAS
•  Significant accounting policies
•  M anagement judgm ents and accounting estimates
•  Significant audit adjustments
•  The auditor's responsibility for other information in doc­
uments containing audited financial statements, any pro­
cedures performed on the information, and the results
•  Disagreements with management
•  Consultation with other accountants
•  Major issues discussed with management prior to retention.
•  Difficulties encountered in perform ing the audit
The communications required may be in oral or written form 
(sample illustrative communications with audit committees can
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be found in the AICPA A udit an d  Accounting M anual, Product 
N o. 007259kk). I f  the com m unications are oral, the auditor 
should docum ent the communications by appropriate m em o­
randa or notations in the working papers. I f  those matters re­
quired to be com m unicated do not apply  to a particular 
engagement, then docum entation is not necessary because no 
communication was required.
Note that in audits o f  m ost nonpublic smaller companies that 
have only a board o f directors, the auditor may, but is not re­
quired to, make these communications. Note also that other au­
d iting Standards address com m unications w ith the audit 
committee, including—
•  SAS No. 60, Communication o f  Internal Control Related  
M atters N oted in an  A u d it (AICPA, Professional Stan ­
dards, vol. 1, AU sec. 325). The auditor is required to re­
port to the audit com m ittee all reportable conditions. 
R eportable conditions, which include m aterial weak­
nesses in internal control, are matters coming to the au­
ditor's attention that, in his or her judgm ent, should be 
communicated to the audit committee because they rep­
resent significant deficiencies in the design or operation 
o f internal control, which could adversely affect the orga­
nization's ability to record, process, summarize, and re­
port financial data consistent with the assertions o f  
management in the financial statements.
•  SAS No. 82, Consideration o f  F rau d  in a  F in an cial State­
m ent A udit (AICPA, Professional Standards, vol. 1, AU 
sec. 316). W henever the auditor has determ ined that 
there is evidence that fraud may exist, the auditor is re­
quired to bring this matter to the attention o f  manage­
m ent, the audit com m ittee or others. To w hom  the 
auditor reports depends on the nature o f  the possible 
fraud and who is involved. For example, fraud involving 
senior management, even i f  it did not result in a  material 
m isstatem ent o f  the financial statements, should be re­
ported directly to the audit committee. The auditor's re­
sponsibility also depends on whether the entity is an SE C
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registrant. Because o f  the com plexity involved in these 
situations, whenever the auditor determines that there is 
evidence o f  fraud, he or she should refer to the reporting 
requirements in SAS 82 (see AU sec. 316. 38—.40) and 
should consider the need to consult with legal counsel.
•  SAS N o. 54, Illegal Acts by Clients (AICPA, Professional 
Standards, vol. 1, AU sec. 317). The auditor is responsible to 
assure himself or herself that the audit committee, or others 
with equivalent authority and responsibility, is adequately 
informed with respect to illegal acts that come to the audi­
tor’s attention. The auditor need not communicate matters 
that are clearly inconsequential (see AU sec. 317.17).
•  SAS No. 74, Compliance A uditing Considerations in A u­
dits o f  Governm ental Entities an d  Recipients o f  Govern­
m ental F in an c ia l A ssistance  (AICPA, Professional 
Standards, vol. 1, AU sec. 801).
The A SB 's omnibus exposure draft, A udit Adjustments, Report­
ing on Consistency, an d  Service O rganizations (see “Recent Ex­
posure Drafts” in this Alert), would, i f  adopted amend SAS No. 
61 to require the auditor to inform the audit committee about 
uncorrected misstatements brought to m anagem ent's attention 
by the auditor that were determined by management to be im ­
material, both individually and in the aggregate, to the financial 
statements taken as a whole.
On the Horizon
Improving the Effectiveness of Corporate Audit Committees
What are the recommendations of the Blue Ribbon Committee report on 
audit committees?
The Report an d  Recommendations o f  the Blue Ribbon Committee 
(the Com m ittee) on Im proving the Effectiveness o f  Corporate 
A udit Committees (the Report) was released in March 1999. The 
Committee, sponsored by the National Association o f  Securities 
Dealers (N A SD ) and the New  York Stock Exchange (N YSE),
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developed this report to put forth recommendations aimed at 
enhancing the effectiveness o f  audit committees.16 The recom­
m endations seek to strengthen the independence o f  the audit 
committee, make the audit committee more effective, and ad­
dress mechanisms for accountability am ong the audit commit­
tee, the outside auditors, and management.
In response, the A SB  established the Audit Com m ittee Effec­
tiveness Task Force to address the report's recommendations. 
Two o f  the recom m endations (num bers 8 and 10) suggest 
changes to GAAS. As a result o f  the Com m ittees recommenda­
tions, and in conjunction with actions expected to be taken by 
N Y SE , N A SD , and the SE C , in a collaborative effort to im ­
prove audit com m ittee effectiveness, the task  force reviewed 
SAS No. 61, Communication With A udit Committees (AICPA, 
Professional Standards, vol. 1, AU sec. 380), and SAS No. 71, 
Interim  F in an cial Inform ation  (AICPA, Professional Standards, 
vol. 1, AU sec. 722), to determine if  these sections should be 
amended to reflect recommendations 8 and 10. The A SB has is­
sued an exposure draft o f  proposed amendments to SAS N os. 
61 and 71 that are responsive to the recommendations. I f  ap­
proved, the amendments would become effective for fiscal and 
calendar years beginning in 2000.
Help Desk—The exposure draft is available at http:// 
www.aicpa.org/members/div/auditstd/drafts.htm. The com­
ment period ends on November 30, 1999. In addition, the 
SEC has proposed new rules to improve disclosure about the 
functioning of corporate audit committees and to enhance 
the reliability and credibility of financial statements of public 
companies. Visit the SEC’s Web site at http://www. sec.gov/ 
news/press/99-127.txt.
To enhance your understanding o f  the concerns relating to the 
effectiveness o f audit committees, and the proposed solutions, a 
summary o f the report's recommendations follows.
16 The National Association of Corporate Directors (NACD) also has a Blue Ribbon 
Commission on Audit Committees. The report is expected to be released before 
year end.
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•  Recommendation 1— D efinition o f  independence fo r  p u r­
poses o f  service on an  au d it committee: M em bers o f the 
audit committee shall be considered independent i f  they 
have no relationship to the corporation that may interfere 
with the exercise o f  their independence from  m anage­
ment and the corporation. (The Report includes exam­
ples o f such relationships).
•  Recom m endation 2— Require an  au d it committee com­
p rised  solely o f  independent directors: L isted com panies 
with market capitalization above $200 m illion17 should 
have an audit com m ittee com prised solely o f  indepen­
dent directors.
•  Recommendation 3— R equire a  minimum au d it commit­
tee size an d  increased fin an c ia l literacy: Listed companies 
with market capitalization above $200 million 17 should 
have an audit committee comprising a minim um o f three 
directors, each o f  whom is or becomes financially literate 
after appointment to the committee, and further that at 
least one member o f the audit committee have account­
ing or related financial management expertise
•  R ecom m endation 4 — R equire a  w ritten charter: Each 
listed company m ust adopt a written charter that is ap­
proved by the full board o f  directors and that specifies the 
scope o f  the committee's responsibilities and how it car­
ries out those responsibilities, including structure; 
process, m em bership requirements; and review and re­
assess the adequacy o f  the audit committee charter annu­
ally. (Sam ple audit com m ittee charters are included as 
appendices to the Report).
•  Recommendation 5— Require an n u al public disclosure o f  
au d it committee activities: The SE C  should promulgate 
rules requiring audit committees for each reporting company
17 The NYSE is recommending that this exemption be eliminated. This decision was 
based on the COSO fraud report finding that most fraud occurs in small compa­
nies with market capitalization well below $200 million.
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to disclose in the proxy statement whether the committee 
has adopted a written charter.
•  Recom m endation 6— O utside au d ito r accountability : 
Audit committee charters m ust specify that the outside 
auditor is ultimately accountable to the hoard o f  directors 
and the audit committee as representatives o f  sharehold­
ers, and that these shareholder representatives have the 
ultimate authority and responsibility to select, evaluate, 
and, where appropriate, replace the outside auditor.
•  Recommendation 7— Discussion with outside auditor re­
gard in g  independence: T he com m ittee charter should 
specify that the audit committee is responsible for ensur­
ing its receipt from  the outside auditors o f  a w ritten 
statement delineating all relationships between the audi­
tor and the company (consistent with ISB  Standard No. 
1), and that the audit committee is also responsible for 
actively engaging in a  dialogue with the auditor with re­
spect to any disclosed relationships or services that may 
have an im pact on the objectivity and independence o f  
the auditor.
•  Recom m endation 8— O utside au d ito r's discussion o f  
quality o f  fin an c ia l reporting: GAAS should require that a 
com pany’s outside auditor discuss with the audit com ­
m ittee the au d ito r 's judgem ents about the quality, not 
ju st the acceptability, o f  the company’s accounting princi­
ples as applied in its financial reporting.
•  R ecom m endation 9— Require a u d it com m ittee an n u al 
letter to shareholders: The SE C  should require all report­
ing companies to include a letter from the audit com m it­
tee in the company’s annual report to shareholders and 
Form 10-K annual report. The report details disclosures 
that would be required in such a letter.
•  Recommendation 10— Require interim  reviews: The SE C  
should require that a reporting company’s outside auditor 
conduct a review in accordance with SAS No. 71, Interim  
F in an cia l Inform ation  (AICPA, Professional Standards,
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vol. 1, AU sec. 722), prior to the company’s filing o f its 
Form 10-Q. In addition, SAS N o. 71 should be amended 
to require that a  reporting company’s outside auditor dis­
cuss with the committee, the m atters described in SAS 
N o. 61, Communication With A udit Committees, prior to 
the filing o f  Form 10-Q.
Help Desk—The above represents only a brief summary of 
the report’s recommendations. It is highly recommended that 
the report be read in its entirety. The “whys” behind the rec­
ommendations included in the full report can offer some use­
ful insights to auditors, for example, when considering the 
effectiveness o f a client's audit committees (that is, when con­
sidering the control environment pursuant to SAS No. 55).
The full text of the report can be found at http://www.nyse. 
com/press/publications.html or http://www.nasd.com
Continuous Auditing
What is continuous auditing?
Continuous auditing is a methodology that enables the auditor 
to provide assurance on a subject matter simultaneously with, 
or very shortly after, the occurrence o f  events underlying the 
subject matter. A  joint report issued by the Canadian Institute 
o f  Charted Accountants (CICA) and the A SB titled Continuous 
A uditing  (Product No. 02251 0 kk) discusses this topic. This re­
port, available from the AICPA, discusses the concept, issues, 
and viability o f  providing continuous assurance services.
The report discusses how planning, performing, and reporting 
on a hypothetical continuous audit engagem ent m ight occur 
w ithin the context o f  existing U .S . and C anadian  assurance 
standards. The case study focuses on characteristics that distin­
guish continuous audits from other kinds o f audits. Significant 
differences include the need for highly reliable automated sys­
tem s providing the subject matter, and the ability to obtain 
audit evidence using highly autom ated audit tools and tech­
niques that are integrated with the entity’s systems and con­
trols. T he case study also illustrates how the provision o f
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continuous audits may challenge the requirements o f existing 
assurance standards. The report identifies areas where further 
research is needed for continuous audit services to evolve.
In exploring the issues likely to be encountered in providing 
continuous assurance, the study takes a first step in moving the 
profession toward what the Elliott Com m ittee called “a new 
audit paradigm ” characterized by “a set o f  real tim e financial 
and non-financial information accompanied by continuous as­
surance.” This year, the A SB will take another step in that di­
rection by hosting a roundtable on continuous auditing for 
diverse interested parties to further explore the issues and to 
identify specific coordinated actions to be taken.
Help Desk—For more information on continuous auditing, 
get the research report titled Continuous Auditing (product 
no. 022510kk), available from the AICPA Order Depart­
ment (Member Satisfaction).
Beyond the Audit
Assurance Services Alerts
What are Assurance Services Alerts?
As discussed in last year's Alert, the AICPA's Special Committee 
on Assurance Services (SCAS) identified ElderCare Services as 
an assurance service that CPAs could provide. W ith the forma­
tion o f  the SCAS's Electronic Commerce Task Force came the 
developm ent o f  an assurance service called CPA W ebTrust. 
These emerging practice areas have generated a significant level 
o f  interest. To address this interest, the A IC PA 's Accounting 
and Auditing Publications Team has introduced a new series ti­
tled Assurance Services Alerts. The Alerts in this series serve 
both as an introduction to those who are unfamiliar with CPA 
ElderCare and CPA WebTrust, as well as an update o f  im por­
tant new developments for those who have expanded their prac­
tice to include these engagements.
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The premier entries into the Assurance Services Alerts series are 
CPA E lderC are Services— 1 9 9 9  and CPA W ebTrust— 1999. 
Am ong other things, these publications explain—
•  The nature and purpose o f these new services.
•  How to get started.
•  Applicable professional standards.
•  Sources o f  additional information.
•  Recent practice developments.
The information provided in these Alerts will assist you in en­
suring your long-term professional growth by tapping into the 
full potential o f  CPA ElderCare and CPA WebTrust services.
SysTrustSM
What Is SysTrustSM?
The AICPA and the C IC A  are introducing a new professional 
service to provide assurance on the reliability o f systems. Sys­
TrustSM is an assurance service developed by the Assurance Ser­
vices Executive C om m ittee (A SEC ) o f  the A ICPA  and the 
Assurance Services Development Board (ASDB) o f  the C IC A  to 
be provided by public accountants. It is designed to increase the 
comfort o f management, customers, and business partners with 
the systems that support a business or a particular activity. Po­
tential users o f  this service are shareholders, creditors, bankers, 
business partners, third-party users who outsource functions to 
other entities, stakeholders, and anyone who in some way relies 
on the continued availability, integrity, security, and maintain­
ability o f  a system. The SysTrust service will help differentiate 
entities from their com petitors because entities that undergo 
the rigors o f  a SysTrust engagement will presumably be better 
service providers— attuned to the risks posed by their environ­
ment and equipped with the controls that address those risks.
The SysTrust service entails the public accountant providing an 
assurance service in which he or she evaluates and tests whether
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a system is reliable when measured against four essential relia­
bility principles. A  reliable system is one that is capable o f  oper­
ating without material error, fault, or failure during a specified 
period in a specified environment. The following four princi­
ples are used to evaluate whether a system is reliable:
1. A vailability— The system is available for operation and 
use at tim es set forth  in service-level statem ents or 
agreements.
2. Security— The system is protected against unauthorized 
physical and logical access.
3. Integrity— System  processing is com plete, accurate, 
timely, and authorized.
4. M ain tain ability— The system can be updated when re­
quired in a manner that continues to provide for system 
availability, security, and integrity.
For each o f  the four principles, criteria have been established 
against which a system can be evaluated. The SysTrust criteria 
are designed to be complete, relevant, objective, and measurable 
and to address all o f  the system  com ponents (infrastructure, 
software, people, procedures, and data) and their relationship 
am ong them. All o f  the SysTrust criteria m ust be satisfied for a 
system to be deemed reliable. In determining whether a devia­
tion from a specified criterion is material to that criterion, due 
consideration should be given to the anticipated users o f  the in­
formation and the types o f  decisions they are expected to make 
based on the information provided by the system.
T he objective o f  a system s reliability  engagem ent is for the 
practitioner to issue an attestation/assurance report on whether 
m anagem ent m aintained effective controls over its system to 
enable the system to function reliably. The system is evaluated 
against the SysTrust principles and criteria. The practitioner 
determines whether controls over the system exist and performs 
tests to determine whether those controls were operating effec­
tively during the period covered by the attestation/assurance re­
port. M anagem ent m ust provide the practitioner w ith an
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assertion regarding the availability, security, integrity, and 
maintainability o f  the system.
The practitioner may report on either o f  the following:
1. M anagement’s assertion that it maintained effective con­
trols over the reliability o f  the system during the period 
covered by the report.
2. The subject matter— that is, the effectiveness o f  the con­
trols over the reliability o f  the system during the period 
covered by the report.
I f  one or more criteria have not been achieved, the practitioner 
can issue a qualified or adverse report. However, when issuing a 
qualified or adverse report the practitioner should report di­
rectly on the subject matter rather than on the assertion. Since 
the concept o f  system reliability is dynamic rather than static, 
SysTrust reports will always cover a historical period o f  time as 
opposed to a  point in time. Although the determination o f an 
appropriate period should be at the discretion o f  the practi­
tioner and the reporting entity, reporting periods o f  less than 
three months generally would not be deemed meaningful.
Help Desk—For more information about this new assurance 
service, and the availability of additional guidance, contact 
Erin Madder, AICPA technical manager, Assurance Services, 
telephone: (212) 596-6149 or Email: emacker@aicpa.org.
New Auditing and Attestation Pronouncements
What new auditing and attestation pronouncements have been issued 
this year?
New Auditing Pronouncements
In this section we present brief summaries o f recently issued au­
diting pronouncements. The summaries are for informational 
purposes only, and should not he relied on as a substitute for a 
complete reading o f  the applicable standard.
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At the time this Alert went to press, no new SASs had been is­
sued during 1999. For proposed SASs that are in the pipeline, 
see the “ Recent Exposure Drafts” section o f  this Alert.
Reminder— Don’t forget that SAS No. 87, Restricting the Use o f  
an  A uditors Report (AICPA, Professional Standards, vol. 1, AU 
sec. 532), became effective for reports issued after Decem ber 
31, 1998. As detailed in last year’s Alert, SAS No. 87 provides 
guidance to auditors in determining whether an engagement re­
quires a restricted-use report and, i f  so, what elements to in­
clude in that report.
SO P  99-1, Guidance to Practitioners in Conducting an d  Report­
ing on an  Agreed-Upon Procedures Engagem ent to A ssist M an ­
agem ent in E valu atin g  the Effectiveness o f  Its C orporate  
Com pliance Program , was issued in M ay 1999 under the au­
thority o f  the A SB. This SO P  provides guidance to practition­
ers in conducting and reporting on an agreed-upon procedures 
engagement performed pursuant to the AICPA SSAEs to assist 
a  health care provider in evaluating the effectiveness o f  its cor­
porate compliance program consistent with the requirements o f  
a Corporate Integrity Agreement (CIA) entered into with the 
Office o f  Inspector General (O IG ) o f  the U .S. Departm ent o f  
Health and Hum an Services. CIAs are specific to the entity in­
volved; consequently, users o f  the SO P  should be familiar with 
the specific requirements o f  the entity’s CIA.
A complete listing o f  all SO Ps issued this year by the AICPA are 
included in the section tided “New AICPA Statements o f  Posi­
tion” in this Alert.
New Attestation Standard
•  SSA E No. 9, Amendments to Statem ent on Standards fo r  
Attestation Engagements Nos. 1, 2 , a n d 3 .18 The SSAE—
•  Enables a practitioner to directly report on specified 
subject matter, such as an entity’s internal control over 
financial reporting, rather than on management’s as­
sertion about the internal control. In either case, the
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practitioner is required to obtain management's asser­
tion as a condition o f engagement performance.
•  Eliminates, in certain cases, the requirement for a sep­
arate presentation o f  management's assertion if  the as­
sertion is included in the introductory paragraph o f 
the practitioner's report.
•  Revises the reporting guidance on the SSAEs so that 
SSA E  reports contain elem ents that are sim ilar to 
those included in auditor's reports on historical finan­
cial statements, as prescribed in SAS No. 58, Reports 
on A udited F in an cial Statem ents (AICPA, Professional 
Standards, vol. 1, AU sec. 508).
•  States that the practitioner ordinarily should express 
his or her conclusion directly on the subject matter, 
rather than on m anagement’s assertion, when condi­
tions exist that result in one or more deviations from 
the criteria used to present the subject matter.
•  Provides guidance on the relationship between the 
SSAEs and the Statements on Q uality Control Stan­
dards (SQ CSs).
New Audit Issues Task Force Advisory19
A IT F Advisory: Reporting the Adoption o f  SO P  98-2
In March 1998, the Accounting Standards Executive Com m it­
tee (AcSEC) issued SO P  98-2, Accounting fo r  Costs o f  Activities 
o f  N ot-for-Profit O rganizations an d  State an d  Local Governmen­
ta l Entities That Include Fund Raising, which is effective for finan­
cial statements for years beginning on or after Dec. 1 5 ,  1998. The 
adoption o f the SO P may change amounts reported as program 
expense, management and general expense, and fundraising ex­
pense, but will not change total expenses or changes in net assets. 
In discussing the import o f the classifications covered by the SOP, 
paragraph C-6 notes that external financial statement users o f 18
18 SSAE No. 9 has been integrated within AT sections 100, 400, and 500 of AICPA, 
Professional Standards, vol. 1.
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Not-for-Profit Organizations financial statements focus on and 
have perceptions about amounts reported as program, manage­
ment and general, and f und raising.
The Audit Issues Task Force (AITF) o f  the A SB is advising au­
ditors that the adoption o f  the SOP, whether or not retroac­
tively applied , is an accounting change for which the 
consistency standard is applicable. I f  the change has a material 
effect on the comparability o f the entity’s financial statements, 
the auditor should refer to the change in an explanatory para­
graph o f  his or her report in accordance with SAS No. 58, Re­
p o rts on A udited  F in an c ia l Statem ents (AICPA, Professional 
Standards, vol. 1, AU sec. 508.16).
Reporting Guidance on GASB Year 2000 Technical Bulletin
In October 1998 the Government Accounting Standards Board 
(GASB) issued Technical Bulletin (TB) 98-1, Disclosures about 
Year 2 0 0 0  Issues20, which was effective for financial statements 
on which the auditors report is dated after October 31, 1998. 
Am ong other things, it required state and local governments to 
disclose a general description o f  the Year 2000 Issue as it relates 
to their organizations, including a description o f  the stages o f 
work in process or completed to make computer systems and 
other electronic equipment critical to conducting operations in 
a year-2000-compliant fashion.
The AICPA expressed concerns about the nature o f  the required 
Technical Bulletin (TB) disclosures. The A IT F  is advising audi­
tors to be cautious about being associated with the disclosures 
required by the T B . Because o f  the unprecedented nature o f  the 
Year 2000 Issue, its effects and the success o f related remedia­
tion efforts will not be fully determinable until the year 2000 
and thereafter. Accordingly, sufficient evidence may not exist to 1920
19 From time to time the AITF issues Advisories to provide nonauthoritative guid­
ance on current developments or recently issued authoritative literature.
20 Subsequently amended by TB  99-1,  Disclosures about Year 20 0 0  Issues— an  
am endm ent o f Technical B ulletin 98-1. See the Audit Risk Alert State and  Local 
Governmental Developments— 1999 for a full discussion of this issue.
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support the required T B  disclosures. Therefore, auditors may 
need to consider modifying their audit opinions with respect to 
such disclosures.
Help Desk—Illustrative report language has been developed 
by the AITF to assist auditors when preparing such reports.
It is available from the AICPA Fax Hotline at (201) 938-3787, 
document no. 474, and the AICPA Web site at http:// 
www.aicpa.org/members/y2000/gasb98-1.htm.
Year 2000 Interpretation on SAS N o. 70 Being Considered
The Auditing Standards Board is reviewing an Interpretation o f 
SAS No. 70, Reports on the Processing o f  Transactions by Service 
O rganizations, which provides guidance on a service auditor's 
reporting responsibility when he or she becomes aware that a 
service organization’s com puter program s, which correctly 
processed data during the period covered by the service auditor's 
examination, did not correctly process data subsequent to the 
period covered by the service auditor's examination and prior to 
the date o f the service auditor's report (the subsequent events 
period) because o f  the Year 2000 Issue. The proposed Interpre­
tation states that since SAS N o. 70 does not apply to design de­
ficiencies that potentially  could affect processing in future 
periods, the service auditor w ould not be required to report 
such design deficiencies in his or her report. However, potential 
processing problems differ from processing problems that have 
actually occurred and come to the service auditor's attention 
during the subsequent events period. Therefore, i f  a service au­
ditor becom es aware o f  such problem s, the service auditor 
should determine whether management has disclosed that in­
formation in section 4 o f the service auditor's report, “ Other In­
form ation  Provided by the Service O rgan ization .” I f  
management has not disclosed that information, the service au­
ditor should include that information in section 3 o f the service 
au d ito r 's report, “ Inform ation Provided by the Service Audi­
tor,” and should consider adding a paragraph to his or her re­
port highlighting the disclosure. I f  management has disclosed 
that information in section 4 o f  the service auditor's report, the
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service auditor should disclaim an opinion on that information 
because it is not covered by the service auditor's report. Auditors 
should be alert to the issuance o f  a final Interpretation.
Executive Summary— New Auditing and Attestation Pronouncements
•  At the time this Alert went to press, no new SASs had been issued 
during 1999. For proposed SASs that are in the pipeline, see the 
“Recent Exposure Drafts” section of this Alert.
•  New Statement on Standards for Attestation Engagements (SSAE): 
SSAE 9, Amendments to Statement on Standards for Attestation En­
gagement Nos. 1, 2, and 3.
•  New ASB SOP: SOP 99-1, Guidance to Practitioners in Conduct­
ing and Reporting on an Agreed-Upon Procedures Engagement to 
Assist Management in Evaluating the Effectiveness of Its Corpo­
rate Compliance Program (A complete listing of SOPs issued by 
the AICPA this year can be found in the “New AICPA Statements 
of Position” section of this Alert.)
•  New AITF Guidance—AITF Advisory: Reporting the Adoption o f  
SO P  98 -2 . The AITF also developed illustrative reporting guid­
ance on Year 2000 Disclosures made under the Guidance on GASB 
Year 2000 Technical Bulletin.
•  Proposed Auditing Interpretation—In addition, as we went to press, 
a Year 2000 Interpretation on SAS No. 70 was being considered.
Recent GAAP Pronouncements
What new accounting pronouncements have been issued this year?
New FASB Pronouncements
In this section we present brief summaries o f  recently  issued ac­
counting pronouncem ents. T he sum m aries are for inform a­
tional purposes only, and should not be relied on as a  substitute 
for a  complete reading o f the applicable standard.
FASB Statement No. 134, Accounting fo r  M ortgage-Backed Se­
curities R etained after the Securitization o f  M ortgage Loans H eld  
fo r  Sale by a  M ortgage B anking Enterprise, an am endm ent o f
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FASB Statement No. 65. FASB Statement No. 65, as amended, re­
quires that after the securitization o f a mortgage loan held for sale, 
an entity engaged in mortgage banking activities classify the result­
ing mortgage-backed security as a trading security. FASB Statement 
No. 134 fu rther amends FASB Statement No. 65 to require that 
after the securitization o f mortgage loans held for sale, an entity en­
gaged in mortgage banking activities classify the resulting mort­
gage-backed securities or other retained interests based on its ability 
and intent to sell or hold those investments. This Statement con­
forms the subsequent accounting for securities retained after the se­
curitization o f mortgage loans by a mortgage banking enterprise 
with the subsequent accounting for securities retained after the se­
curitization o f other types o f assets by a nonmortgage banking en­
terprise. FASB Statement No. 134 is effective for the first fiscal 
quarter beginning after December 15, 1998.
FASB Statement No. 135, Rescission o f  FA SB Statem ent No. 75  
an d  Technical Corrections, rescinds FASB Statement No. 75, D e­
fe rra l o f  the Effective D ate o f  Certain Accounting Requirements 
fo r  Pension Plans o f  State an d  Local Governmental Units. GASB 
Statement No. 25, Financial Reporting fo r  D efined Benefit Pen­
sion Plans an d  Note Disclosures fo r  D efined Contribution Plans, 
was issued November 1994, and establishes financial reporting 
standards for defined benefit pension plans and for the notes to 
the financial statements o f  defined contribution plans o f  state 
and local governm ental entities. FASB Statem ent N o. 75 is, 
therefore, no longer needed. FASB Statem ent N o. 135 also 
amends FASB Statement No. 35, Accounting an d  Reporting by 
D efined Benefit Pension P lans, to exclude from its scope plans 
that are sponsored by and provide benefits for the employees o f 
one or more state or local governmental units.
This Statement also amends other existing authoritative literature 
to make various technical corrections, clarify meanings, or de­
scribe applicability under changed conditions. FASB Statement 
No. 135 is effective for financial statements issued for fiscal years 
ending after February 15, 1999. Earlier application is encouraged.
FASB Statem ent N o . 136, Transfers o f  A ssets to a  N ot-for- 
P rofit O rganization  or C h aritable Trust T hat R aises or H olds
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Contributions fo r  Others, establishes standards for transactions 
in which an entity— the donor— makes a contribution by trans­
ferring assets to a not-for-profit organization or charitable 
trust— the recipient organization— that accepts the assets from 
the donor and agrees to use those assets on behalf o f  or transfer 
those assets, the return on investment o f  those assets, or both to 
another entity— the beneficiary— that is specified by the donor. 
It also establishes standards for transactions that take place in a 
similar manner but are not contributions because the transfers 
are revocable, repayable, or reciprocal.
T h is Statem ent requires a recipient organization that accepts 
cash or other financial assets from  a donor and agrees to use 
those assets on behalf o f  or transfer those assets, the return on 
investment o f  those assets, or both to a specified unaffiliated 
beneficiary to recognize the fair value o f  those assets as a liabil­
ity to the specified beneficiary concurrent with recognition o f 
the assets received from the donor. However, i f  the donor ex­
plicitly grants the recipient organization variance power or i f  
the recipient organization and the specified beneficiary are fi­
nancially interrelated organizations, the recipient organization 
is required to recognize the fair value o f  any assets it receives as 
a contribution received. Not-for-profit organizations are finan­
cially interrelated i f  (1) one organization has the ability to influ­
ence the operating and financial decisions o f  the other and (2) 
one organization has an ongoing economic interest in the net 
assets o f  the other. This Statement does not establish standards 
for a  trustee's reporting o f assets held on behalf o f  specified ben­
eficiaries, but it does establish standards for a beneficiary’s re­
porting o f  its rights to assets held in a charitable trust.
T his Statem ent requires that a specified beneficiary recognize 
its rights to the assets held by a recipient organization as an 
asset unless the donor has explicitly granted the recipient orga­
nization variance power. Those rights are either an interest in 
the net assets o f  the recipient organization, a beneficial interest, 
or a receivable. I f  the beneficiary and the recipient organization 
are financially interrelated organizations, the beneficiary is re­
quired to recognize its interest in the net assets o f  the recipient
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organization and adjust that interest for its share o f the change 
in net assets o f  the recipient organization. I f  the beneficiary has 
an unconditional righ t to receive all or a portion o f the specified 
cash flows from a charitable trust or other identifiable pool o f 
assets, the beneficiary is required to recognize that beneficial in­
terest, measuring and subsequently remeasuring it at fair value, 
using a valuation technique such as the present value o f  the es­
timated expected future cash flows. I f  the recipient organization 
is explicitly granted variance power, the specified beneficiary 
does not recognize its potential for future distributions from the 
assets held by the recipient organization. In all other cases, a 
beneficiary recognizes its rights as a receivable.
This Statement describes four circumstances in which a transfer 
o f assets to a recipient organization is accounted for as a liability 
by the recipient organization and as an asset by the resource 
provider because the transfer is revocable or reciprocal. Those 
four circumstances are if  (1) the transfer is subject to the resource 
provider's unilateral right to redirect the use o f the assets to an­
other beneficiary, (2) the transfer is accompanied by the resource 
provider's conditional promise to give or is otherwise revocable or 
repayable, (3) the resource provider controls the recipient organi­
zation and specifies an unaffiliated beneficiary, or (4) the resource 
provider specifies itself or its affiliate as the beneficiary and the 
transfer is not an equity transaction. I f  the transfer is an equity 
transaction and the resource provider specifies itself as benefi­
ciary, it records an interest in the net assets o f  the recipient orga­
nization (or an increase in a  previously recognized interest). I f  the 
resource provider specifies an affiliate as beneficiary, the resource 
provider records an equity transaction as a separate lin e  item in 
its statement o f activities, and the affiliate named as beneficiary 
records an interest in the net assets o f  the recipient organization. 
The recipient organization records an equity transaction as a sep­
arate line item in its statement o f activities.
This Statement requires certain disclosures if  a not-for-profit orga­
nization transfers assets to a  recipient organization and specifies it­
self or its affiliate as the beneficiary or i f  it includes in its financial 
statements a ratio o f  fundraising expenses to amounts raised.
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This Statement incorporates without reconsideration the guid­
ance in FASB Interpretation N o. 42, Accounting fo r  Transfers o f  
Assets in Which a  N ot-for-Profit O rganization Is G ranted Vari­
ance Power, and supersedes that Interpretation. This Statement 
is effective for financial statements issued for fiscal periods be­
ginning after December 15, 1999, except for the provisions in­
corporated from Interpretation No. 42, which continue to be 
effective for fiscal years ending after September 15, 1996. Ear­
lier application is encouraged. This Statement may be applied 
either by restating the financial statements o f  all years presented 
or by recognizing the cum ulative effect o f  the change in ac­
counting principle in the year o f  the change.
FASB Statem ent N o. 137, A ccounting fo r  D erivative In stru ­
ments an d  Hedging Activities— D eferral o f  the Effective D ate o f  
FA SB Statem ent No. 133— an amendment o f  FASB Statement 
No. 133. FASB Statement No. 137 amends Statem ent 133 as 
follows: (1) the first sentence o f  paragraph 48 is replaced by the 
following: “ This Statement shall be effective for all fiscal quar­
ters o f all fiscal years beginning after June 15, 2000.” (2) Para­
graph 50 is replaced by the following : “At the date o f  initial 
application, an entity shall choose to either (a) recognize as an 
asset or liability in the statement o f financial position all em­
bedded derivative instrum ents that are required pursuant to 
paragraphs 12-16 to be separated from their host contracts or 
(b) select either January 1, 1998 or January 1, 1999 as a  transi­
tion date for embedded derivatives. I f  the entity chooses to se­
lect a transition date, it shall recognize as separate assets and 
liabilities (pursuant to paragraphs 12-16) only those derivatives 
embedded in hybrid instruments issued, acquired, or substan­
tively modified by the entity on or after the selected transition 
date. T hat choice is not permitted to be applied to only some o f 
an entity’s individual hybrid instruments and m ust be applied 
on an all-or-none basis.” The Statement became effective upon 
its issuance in June 1999.
FASB Interpretation 43, R eal Estate Sales— T his Interpretation 
o f FASB Statement N o. 66, Accounting fo r  Sales o f  R eal Estate, 
clarifies that the phrase “all real estate sales” includes sales o f
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real estate with property improvements or integral equipment 
that cannot be removed and used separately from the real estate 
without incurring significant costs. For example, office build­
ings, manufacturing facilities, power plants, and refineries are 
included in this description. The Interpretation is effective for 
all sales o f real estate with property improvements or integral 
equipment entered into after June 30, 1999.
Executive Summary— New FASB Pronouncements
•  FASB Statement No. 134, Accounting fo r Mortgage-Backed Securi­
ties Retained after the Securitization o f Mortgage Loans Held for  
Sale by a Mortgage Banking Enterprise, an amendment o f FASB 
Statement No. 65.
•  FASB Statement No. 135, Rescission o f FASB Statement No. 75 and  
Technical Corrections.
•  FASB Statement No. 136, Transfers o f Assets to a  Not-for-Profit Or­
ganization or Charitable Trust That Raises or Holds Contributions 
for Others.
•  FASB Statement No. 137, Accounting fo r Derivative Instruments 
and Hedging Activities—D eferral o f the Effective D ate o f FASB 
Statement No. 133—an amendment of FASB Statement No. 133.
• FASB Interpretation 43, Real Estate Sales.
New AICPA Statements of Position
SO P  98-9, M odification o f SO P  97-2, Software Revenue Recog­
nition, With Respect to Certain Transactions, was issued in D e­
cember 1998.This SO P  amends paragraphs 11 and 12 o f SO P  
97-2 to require recognition o f  revenue using the residual 
method when (1) there is vendor-specific objective evidence o f 
the fair values o f  all undelivered elements in a  multiple-element 
arrangement that is not accounted for using long-term contract 
accounting, (2) vendor-specific objective evidence o f  fair value 
does not exist for one or more o f  the delivered elements in the 
arrangem ent, and (3) all revenue-recognition criteria in SO P  
97-2 other than the requirement for vendor-specific objective 
evidence o f  the fair value o f  each delivered elem ent o f  the 
arrangem ent are satisfied. U nder the residual m ethod, the
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arrangement fee is recognized as follows: (1) the total fair value 
o f  the undelivered elements, as indicated by vendor-specific ob­
jective evidence, is deferred and subsequently recognized in ac­
cordance with the relevant sections o f  SO P  97-2 and (2) the 
difference between the total arrangement fee and the am ount 
deferred for the undelivered elements is recognized as revenue 
related to the delivered elements.
Effective December 1 5 , 1998, the SO P amends SO P 98-4, Deferral 
o f the Effective D ate o f  a  Provision o f  SO P 97-2 , Software Revenue 
Recognition, to extend the deferral o f  the application o f certain pas­
sages o f SO P 97-2 provided by SO P 98-4 through fiscal years be­
ginning on or before March 15, 1999. All other provisions o f the 
SO P are effective for transactions entered into in fiscal years begin­
ning after March 15, 1999. Earlier adoption is permitted as o f the 
beginning o f fiscal years or interim periods for which financial state­
ments or information have not been issued. Retroactive application 
o f the provisions o f the SO P is prohibited.
SO P 99-1, Guidance to Practitioners in Conducting an d  Report­
ing on an  Agreed-Upon Procedures Engagem ent to A ssist M an­
agem ent in E valu atin g  the Effectiveness o f  Its C orporate  
Compliance Program , is discussed in the “New  Auditing and At­
testation Pronouncements” section o f  this Alert.
SO P  99-2, Accounting fo r  an d  Reporting o f  Postretirement M ed­
ica l Benefit (401(h) )  Features o f  D efined Benefit Pension Plans, 
amends chapters 2 and 4 o f  the AICPA Audit and Accounting 
Guide A udits o f  Employee Benefit P lans (the Guide) and speci­
fies the accounting for and disclosure o f  401(h) features o f de­
fined benefit pension plans, by both defined benefit pension 
plans and health and welfare benefit plans.
SO P 99-2 requires—
1. D efined benefit pension plans to  record the aggregate 
amount o f  net assets held in a 401(h) account related to 
health and welfare plan obligations for retirees as both as­
sets and liabilities on the face o f the statement o f net as­
sets available for pension benefits in order to arrive at net 
assets available for pension benefits.
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2. 401(h) account assets used to fund health benefits, and 
the changes in those assets, to be reported in the financial 
statements o f  the health and welfare benefit plan. Benefit 
obligations related to the 401(h ) account are also re­
quired to be reflected in the health and welfare plan fi­
nancial statements.
3. Defined benefit pension plans to disclose the fact that the 
401(h) account assets are available only to pay retirees’ 
health benefits.
4. Health and welfare benefit plans to disclose in the notes 
to the financial statem ents the fact that retiree health 
benefits are funded partially through a 401(h) account o f 
the defined benefit pension plan.
The SO P  is effective for financial statements for plan years be­
ginning after December 15, 1998, with earlier application en­
couraged. A ccounting changes adopted  to conform  to the 
provisions o f  this SO P  should be made retroactively by a re­
statement o f  financial statements for prior periods.
SO P  99-3, A ccounting fo r  a n d  R eporting o f  C ertain  D efined  
Contribution P lan  Investm ents an d  Other D isclosure M atters, 
amends chapters 3 and 4 o f  the AICPA Audit and Accounting 
Guide A udits o f  Employee Benefit Plans; SO P  94-4, Reporting o f  
Investment Contracts H eld by Health an d  Welfare Benefit Plans 
an d  D efined  Contribution P lan s; and SO P  92-6, Accounting 
an d  Reporting by H ealth an d  Welfare Benefit Plans. This SO P  
sim plifies disclosures for certain investm ents and supersedes 
A ICPA  Practice Bulletin  12, R eporting Separate Investm ent 
F u n d  O ption In form ation  o f  D efin ed  C ontribution Pension  
Plans (PB 12).
SO P  99-3—
•  Amends paragraph 3 .20  o f  the G uide to eliminate the 
previous requirement for a defined contribution plan to 
present plan investments by general type for participant- 
directed investments in the statement o f net assets avail­
able for benefits.
73
•  Am ends paragraph 3 .28(k) and supersedes paragraph 
3.28(1) o f  the Guide and supersedes PB 12 to eliminate 
the requirement for a  defined contribution plan to dis­
close participant-directed investm ent program s and to 
eliminate the requirement to disclose the total number o f 
units and the net asset value per unit during the period, 
and at the end o f  the period, by defined contribution 
pension plans that assign units to participants.
•  Amends paragraph 3.28(g) o f the Guide to require a de­
fined contribution plan to identify nonparticipant-di­
rected investments that represent 5 percent or more o f  
net assets available for benefits.
•  Amends paragraphs 3.28(p) and 4 .57  o f  the Guide, para­
graph 53 o f  SO P  92-6, and paragraph 15 o f  SO P  94-4 to 
eliminate the requirement for defined contribution plans, 
including both health and welfare benefit plans and pen­
sion plans, to disclose benefit-responsive investment con­
tracts by investment fund option.
•  Replaces exhibits E -1 through E-5 in the Guide.
SO P  99-3 is effective for financial statem ents for plan years 
ending after December 15, 1999. Earlier application is encour­
aged for fiscal years for which annual financial statements have 
not been issued. I f  the previously required “ by-fund” disclo­
sures are elim inated, the reclassification o f  com parative 
amounts in financial statements for earlier periods is required.
The following are A cSEC pronouncements with effective dates 
in 1999:
•  SO P  98-7, D eposit Accounting: Accounting fo r  Insurance 
an d  Reinsurance Contracts That D o N ot Transfer Insur­
ance Risk, effective for financial statements for fiscal years 
beginning after June 15, 1999, with earlier application 
encouraged.
•  Reminder— SO P  98-5, Reporting on the Costs o f  Start-U p  
A ctiv ities, is effective for fiscal years beginnin g after 
D ecem ber 15, 1998.
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Executive Summary—New AICPA Statements of Position
•  SOP 98-9, Modification o f SOP 97-2, Software Revenue Recogni­
tion, With Respect to Certain Transactions.
•  SOP 99-1, Guidance to Practitioners in Conducting and Reporting 
on an Agreed-Upon Procedures Engagement to Assist Management 
in Evaluating the Effectiveness o f Its Corporate Compliance Program 
(See the “New Auditing and Attestation Pronouncements” section 
of this Alert for a description of this SOP).
•  SOP 99-2, Accounting for and Reporting o f Postretirement Medical 
Benefit (401(h)) Features o f Defined Benefit Pension Plans Amend­
ment to the AICPA Audit and Accounting Guide Audits o f Employee 
Benefit Plans.
•  SOP 99-3, Accounting for and Reporting o f Certain Defined Con­
tribution Plan Investments and Other Disclosure Matters.
•  Reminder—SOP 98-7 is effective for financial statements for fiscal 
years beginning after June 15, 1999, with earlier application en­
couraged. SOP 98-5 is effective for fiscal years beginning after De­
cember 15, 1998.
EITF Consensus Positions
The Emerging Issues Task Force (EITF) was established by the 
FASB in Ju ly  1984 to assist in im proving financial reporting 
through the timely identification, discussion, and resolution o f 
financial issues within the framework o f  existing authoritative 
literature. The application o f  E IT F  consensuses (category c o f 
the GAAP hierarchy) effective after M arch 15, 1992 is manda­
tory under SAS N o. 69, The M eaning o f   “Present Fairly  in Con­
form ity  With Generally Accepted Accounting Principles”  in the 
Independent A u d itors Report (AICPA, Professional Standards, 
vol. 1, AU sec. 411). Any E IT F  consensus issued before March 
16, 1992, becomes effective in the hierarchy for initial applica­
tion  o f  an accounting principle after M arch 15, 1993. T he 
E IT F  meets approximately every eight weeks. All meetings are 
announced by the FASB in its Action Alert, together with a list­
ing o f  the topics on the meeting agenda. The table below con­
tains a  summary o f  E IT F  issues discussed from November 1998 
through the September 1999 meetings.
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EITF  
Issue No.
87-6
95-22
98-2
98-3
98-4
98-5
98-6
98-9
Description
87-6(c) Use o f  Stock Option Shares 
to Cover Tax Withholding
Balance Sheet Classification o f  
Borrowings Outstanding under 
Revolving Credit Agreements That 
Include both a Subjective Acceleration 
Clause an d  a Lock-Box Arrangement
Accounting by a Subsidiary or Joint 
Venture fo r  an Investment in the Stock 
o f  Its Parent Company or Joint Venture 
Partner
Determining Whether a Transaction 
Is an Exchange o f  Similar Productive 
Assets or a Business Combination
Accounting by a Joint Venture fo r  
Businesses Received a t Its Formation
Accounting fo r  Convertible Securities 
with Beneficial Conversion Features or 
Contingently Adjustable Conversion Ratios
Investor's Accounting for an Investment 
in a Lim ited Partnership Investment 
When the Investor Is the Sole General 
Partner and the Lim ited Partners Have 
Certain Approval Or Veto Rights
Accounting fo r  Contingent Rent
Date o f
Consensus/Status
Consensus reached 
March 24-25, 1999.
Originally discussed 
and consensus reached 
November 15-16, 1995. 
Additional consensus 
reached November 
18-19, 1998.
Originally discussed 
March 18-19, 1998. 
Further discussion 
expected after the 
Board concludes its 
project on the Interpre­
tation o f Opinion 25.
Originally discussed 
March 18-19, 1998. 
Further discussion 
planned.
Originally discussed 
March 18-19, 1998. 
Further discussion 
planned.
Consensuses reached 
May 19-20, 1999.
Originally discussed 
July 23, 1998. No 
consensus reached and 
no further discussion 
planned.
Originally discussed with 
consensuses reached May 
21, 1998. At September 
23-24, 1998, prior con­
sensus on lessee account­
ing was withdrawn and 
new consensus reached. 
At November 18-19, 
1998, a May 21, 1998 
consensus was withdrawn 
and transition guidance 
was given. This issue
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EITF Date of
Issue No. Description Consensus/Status
98-10 Accounting fo r  Contracts Involved in
may be discussed at a 
future meeting.
Consensus reached
Energy Trading and Risk Management November 18-19, 1998.
Activities Revisions made
98-11 Accounting fo r  Acquired Temporary
September 23, 1999. 
Consensuses reached
Differences in Certain Purchase May 19-20, 1999.
Transactions That Are N ot Accounted 
fo r  as Business Combinations
98-12 Application o f  Issue No. 96-13 to 
Forward Equity Sales Transactions.
Consensus reached 
November 18-19, 1998.
98-13 Accounting by an Equity M ethod 
Investor fo r  Investee Losses When the 
Investor Has Loans to and Investments 
in Other Securities o f  the Investee
Consensus reached 
January 21, 1999.
98-14 D ebtor’s Accounting fo r  Changes in 
Line-of-Credit or Revolving-Debt 
Arrangements
Consensus reached 
March 24-25, 1999.
98-15 Structured Notes Acquired fo r  a 
Specified Investment Strategy
Consensus reached 
November 18-19, 1998.
99-1 Accounting fo r  D ebt Convertible 
Into the Stock o f  a Consolidated 
Subsidiary
Consensus reached 
March 24-25, 1999. 
No further discussion 
planned.
99-2 Accounting fo r  Weather Derivatives Consensuses reached 
July 22, 1999.
99-3 Application o f  Issue No. 96-13 to 
Derivative Instruments with Multiple 
Settlement Alternatives
Consensuses reached 
May 19-20, 1999.
99-4 Accounting fo r  Stock Received from  
the Demutualization o f  a M utual 
Insurance Company
Consensus reached 
May 19-20, 1999.
99-5 Accounting fo r  Pre-Production Costs 
Related to Long-Term Supply 
Arrangements
Consensus reached 
September 23, 1999.
99-6 Impact o f  Acceleration Provisions in 
Grants Made between Initiation and  
Consummation o f  a Pooling-of-interest 
Business Combination
Consensus reached 
May 19-20, 1999.
(continued)
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EITF 
Issue No. Description
Date o f
Consensus/Status
99-7 Accounting fo r  an Accelerated Share 
Repurchase Program
Consensus reached 
July 22, 1999.
99-8 Accounting fo r  Transfers o f  Assets 
That Are Derivative Instruments but 
That Are N ot Financial Assets
Consensus reached 
September 23, 1999.
99-9 Effect o f  Derivative Gains and Losses 
on the Capitalization o f  Interest
Consensus reached 
July 22, 1999.
99-10 Percentage Used to Determine the 
Amount o f  Equity M ethod Losses
Consensus reached 
September 23, 1999.
99-11 Subsequent Events Caused by Year 2000 Originally discussed 
July 22, 1999. Further 
discussion planned.
99-12 Accounting fo r  Formula Arrangements 
under EITF Issue No. 95-19, “Deter­
mination o f  the Measurement D ate for  
the M arket Price o f  Securities Issued in 
a Purchase Business Combination”
September 23, 1999. 
Further discussion 
planned.
99-13 Application o f  EITF Issue No. 97-10, 
The Effect o f  Lessee Involvement in 
Asset Construction, and FASB Inter­
pretation No. 23, Leases o f  Certain 
Property Owned by a Governmental 
Unit or Authority, to Entities That 
Enter into Leases with Governmental 
Entities
Consensus reached 
September 23, 1999.
Independence and Other Ethics Standards
The ISB’s First Standard
What is the Independence Standards Board? Has it issued any 
standards that you must follow?
The Independence Standards Board (ISB) was established in 
M ay 1997 as part o f  an agreement between the AICPA and the 
SEC. Its charge is to establish, maintain and improve indepen­
dence standards for external auditors o f  SE C  registrants. A l­
though the SE C  retains its statu tory  authority to define 
independence, it recognizes the responsibility o f the ISB in estab­
lishing independence standards and interpretations for auditors
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o f public entities. The SE C  also considers principles, standards, 
interpretations, and practices issued by the ISB  as having sub­
stantial authoritative support.
The pronouncements o f the ISB  apply to auditors o f publicly 
held entities only. The functioning o f  the ISB  does not affect 
the authority o f state licensing or disciplinary authorities re­
garding auditor independence. A lso, it does not affect the 
AICPA rules on independence as they relate to audits o f  non­
public entities.
The ISB  adopted its first standard this year. ISB  Standard No. 
1, Independence Discussions with A udit Committees, requires au­
ditors o f  public companies, at least annually, to—
1. Disclose to the audit committee o f  the company (or the 
board o f directors i f  there is no audit committee), in writ­
ing, all relationships between the auditor and its related 
entities and the company and its related entities that in 
the auditor's professional judgem ent may reasonably be 
thought to bear on independence.
2. Confirm  in the letter that, in its professional judgement, 
it is independent o f the company within the meaning o f 
the Securities Acts.
3. Discuss its independence with the audit committee.
This Standard is effective for audits o f  companies with fiscal years 
ending after July 1 5 ,  1999, with earlier application encouraged.21
The Professional Issues Task Force (PITF) has issued Practice 
Alert 99-1, Guidance fo r  Independence D iscussions with A udit 
Committees, to assist firm s in evaluating and enhancing their 
policies and procedures for identifying and com m unicating 
with audit committees those judgmental matters that may rea­
sonably be thought to bear on the auditor's independence. The 
Practice Alert provides examples o f  certain relationships that 
m ay be thought to bear on the auditor's independence, safe­
guards to ensure independence, a  sample letter to an audit com­
mittee, and other implementation guidance.
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Help Desk—Practice Alert 99-1 can be found on the AICPA 
Web site at http://www.aicpa.org/pubs/cpaltr/may99/supp/ 
public.htm
In addition to its first standard, the ISB also issued Interpretation 
99-1, Im pact on A uditor Independence o f  Assisting Clients in the 
Im plem entation o f  FA S 133 (D erivatives). This Interpretation 
provides guidance on the auditor independence implications o f 
likely areas o f requested assistance, solely with respect to the im­
plementation o f FASB Statement No. 133, Accounting fo r  D eriv­
ative Instruments an d  Hedging Activities.
The Interpretation concludes that the auditor may provide con­
sulting services on the proper application o f  FASB Statement 
No. 133, including assisting a client in gaining a general under­
standing o f  the methods, models, assumptions, and inputs used 
in com puting a derivative's value. To ensure, however, that the 
auditor's independence is not threatened, as discussed in para­
graph 4 o f the Interpretation, the auditor may not prepare ac­
counting entries, compute derivative values, or be responsible 
for key assumptions or inputs used by the client in computing 
derivative values. The Interpretation includes illustrative lists o f 
permitted and prohibited services.
Help Desk—The full text of the Standard and the Interpreta­
tion, along with information about all other activities of 
the ISB, are posted on the ISB ’s Web site at http://www. 
cpaindependence.org
AICPA Professional Ethics Rulings and Interpretations
Ethics Interpretations and rulings are promulgated by the exec­
utive com m ittee o f  the professional ethics division o f  the 
AICPA to provide guidelines on the scope and application o f 21
21 The Report and Recommendations o f the Blue Ribbon Committee on Im proving the 
Effectiveness o f Corporate A u d it Committees (see “On the Horizon” earlier in this 
Alert) includes a recommendation that the listing rules for both the New York 
Stock Exchange and the National Association o f Securities Dealers require audit 
committees to ensure the receipt of a formal written statement from the outside 
auditors consistent with ISB Standard No. 1.
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ethics rules but are not intended to limit such scope or applica­
tion. Publication o f  an Interpretation or ethics ruling in the 
Jo u rn al o f  Accountancy constitutes notice to members. A  mem­
ber who departs from Interpretations or rulings shall have the 
burden o f justifying such departure in any disciplinary hearing. 
The full text o f  the interpretations and rules presented here can 
be found in their entirety in the Jo u rn a l o f  Accountancy. The 
month o f  their publication is provided for reference.
Help Desk—For full information about the interpretations 
and rulings discussed below, visit the Professional Ethics 
Team Web page at http://www.aicpa.org/members/div/ 
ethics/index.htm. You can also call the Professional Ethics 
Team at 1-888-777-7077, menu option 2, followed by menu 
option 2.
Revised Interpretations.
The Professional Ethics Executive Com m ittee has revised the 
follow ing Interpretations under the A ICPA  C ode o f  Profes­
sional Conduct:
•  Interpretation N o. 101-3, “ Performance o f  O ther Ser­
vices,” o f  E T  section 101, Independence (AICPA, Profes­
sion al Standards, vol. 2, E T  sec. 101.05.), addresses the 
performance o f other nonattest services for attest clients. 
The committee also deleted the following ethics rulings 
under rule 101 as they have been incorporated into this 
revised Interpretation: Ruling No. 3, “M ember as Signer 
or Cosigner o f  Checks” o f  E T  section 191, Ethics Rulings 
on Independence, Integrity, and O bjectivity  (AICPA, 
P rofessional Standards, vol. 2, E T  sec. 1 9 1 .0 0 5 -.0 0 6 ); 
Ruling No. 4, “ Payroll Preparation Services” o f  E T  sec­
tion 191 (AICPA, Professional Standards, vol. 2, E T  sec. 
191 .007-.008); Ruling N o. 7, “M ember Providing C on­
tract Services,” o f  E T  section 191 (AICPA, Professional 
Standards, vol. 2, E T  sec. 191.013—.014); Ruling No. 39, 
“M em ber as Officially Appointed Stock Transfer Agent 
or R egistrar,” o f  E T  section 191 (AICPA, P rofessional 
Standards, vol. 2, E T  sec. 1 9 1 .0 7 7 -0 7 8 ); Ruling No. 51,
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“M em ber Providing Legal Services,” o f  E T  section 191 
(AICPA, Professional Standards, vol. 2. E T  sec 191 .101-.102); 
Ruling No. 54, “Member Providing Appraisal, Valuation, or 
Actuarial Services,” o f  E T  section 191 (AICPA, Professional 
Standards, vol. 2, E T  sec. 191.107-.108); Ruling No. 55, 
“ Independence During Systems Implementation,” o f  E T  
section 191 (AICPA, Professional Standards, vol. 2, E T  
sec. 191.109-.110); and Ruling No. 56, “Executive Search,” 
o f E T  section 191 (AICPA, Professional Standards, vol. 2, 
E T  sec. 191.111—.112). M ay 1999
•  Interpretation N o. 102-1, “ Knowing M isrepresentations 
in the Preparation o f  Financial Statements or Records,” o f 
E T  section 102, Integrity an d  Objectivity (AICPA, Profes­
sion al Standards, vol. 2, E T  sec. 102.02). M ay 1999
•  Interpretation 501-4, “Negligence in the Preparation o f 
Financial Statem ents or R ecords,” o f  E T  section 501, 
Acts D iscreditable (AICPA, Professional Standards, vol. 2, 
E T  sec. 501.05). M ay 1999
•  “ Interpretation A ddressing the A pplicability  o f  the 
AICPA Code o f  Professional Conduct,” o f  E T  section 91, 
A pplicability  (AICPA, Professional Standards, vol. 2, E T  
sec. 91.02). December 1998
•  E T  section 92, D efin itions (AICPA, P rofessional Stan ­
dards, vol. 2, E T  sec. 92.01). December 1998
•  Interpretation N o . 101-2, “ Form er Practitioners and 
Firm  Independence,” o f  E T  section 101, Independence 
(AICPA, Professional Standards, vol. 2, E T  sec. 101.04). 
December 1998
•  Interpretation No. 505-2, “Application o f Rules o f Conduct 
to Members W ho Own a Separate Business,” o f  E T  sec­
tion 5 0 5 , Form o f  Organization an d  Nam e (AICPA, Profes­
sional Standards, vol. 2, E T  sec. 505.03). December 1998
•  Interpretation No. 101-1, “ Interpretation o f  Rule 101,” 
o f  E T  section 101 (AICPA, Professional Standards, vol. 2, 
E T  sec. 101.02). M ay 1999
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•  Interpretation N o.101-13, “Extended Audit Services,” o f  
E T  section 101(AICPA, Professional Standards, vol. 2, 
E T  sec. 101.15). September 1999
Adopted Interpretations.
The Professional Ethics Executive Committee has adopted the 
following new ethics interpretations under the AICPA Code o f 
Professional Conduct:
•  Interpretation N o.501-7, “ Failure to File Tax Return or 
Pay Tax Liability ,” o f  E T  section 501 (AICPA, Profes­
sion al Standards, vol. 2, E T  sec. 501.08). M ay 1999
•  Interpretation N o .101-14, “ T he Effect o f  Alternative 
Practice Structures on the Applicability o f Independence 
R ules,” o f  E T  section 101 (AICPA, Professional Stan ­
dards, vol. 2, E T  sec. 101.16). February 1999
•  Interpretation No.505-3, “Application o f Rule 505 to Alter­
native Practice Structures,” o f E T  section 505 (AICPA, Pro­
fessional Standards, vol. 2, E T  sec. 505.04). December 1998
Deleted Interpretations.
The Professional Ethics Executive Com m ittee has deleted the 
following ethics interpretation under the AICPA Code o f Pro­
fessional Conduct:
•  Interpretation N o.505-1, Investment in Accounting O r­
ganization,” o f  E T  section 505 (AICPA Professional Stan­
dards, vol. 2, E T  sec. 505.02). M ay 1999
Revised Ruling.
The Professional Ethics Executive Committee has revised the fol­
lowing ruling under the AICPA Code o f Professional Conduct:
•  Ruling No. 191, “Member Removing Client Files From an 
Accounting Firm ,” o f  E T  section 591, Ethics Rulings on 
Other Responsibilities an d  Practices (AICPA, Professional 
Standards, vol. 2, E T  sec. 591.381—.382). December 1998
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Adopted Rulings.
The Professional Ethics Executive Com m ittee has adopted the 
following new ethics rulings under the AICPA Code o f  Profes­
sional Conduct:
•  Ruling No. 110, “M ember Is Connected with an Entity 
T hat Has a Loan to or from a Client,” o f  E T  section 191 
(AICPA, P rofessional Stan d ards, vol. 2 , E T  section 
191.220-.221). M ay 1999
•  R u lin g  N o . 2 4 , “ In vestm en t A d visory  S erv ice s,” o f  
E T  section 391 , Ethics R ulings on R esponsibilities to 
Clients (AICPA, Professional Standards, vol. 2, E T  sec. 
391 .047-.048). M ay 1999
•  R uling N o. 25 , o f  E T  section 302 , C ontingent Fees 
(AICPA, P rofessional Stan dards, vol. 2 , E T  sec. 302). 
September 1999
•  R uling N o . 109, “ M em ber’s Investm ent in F inancial 
Services Products T hat Invest in Clients,” o f  E T  section 
191 (AICPA, P rofessional Stan d ards, vol. 2 , E T  sec. 
191.218-.219). December 1998
Deleted Rulings.
The Professional Ethics Executive Com m ittee has deleted the 
following ethics rulings under the AICPA Code o f  Professional 
Conduct:
•  Ruling No. 22, “Member Removing Client Files from an 
Accounting Firm,” o f E T  section 391 (AICPA, Professional 
Standards, vol. 2, E T  sec. 391.043-.044). December 1998
•  R uling N o . 139, “ Partnership with N on-C PA ,” o f  E T  
section 591 (AICPA, Professional Standards, vol. 2, E T  
sec. 591 .277-.278). December 1998
•  Ruling No. 158, “Operation o f Separate D ata Processing 
Business by a Public Practitioner” (AICPA, Professional 
Standards, vol. 2, E T  sec. 591.315—.316). December 1998
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•  R u lin g  N o . 146, “ M em bersh ip  D esig n atio n ,” o f  E T  
section 591 (AICPA, Professional Standards, vol. 2, E T  
sec. 591.291—.292). September 1999
•  See the “Revised Interpretations” section for a listing o f 
ethics ru lings deleted given their incorporation  into  
Interpretation 101-3.
Also note that the Professional Ethics Executive Com m ittee has 
inserted new language in the Interpretations U nder Rule o f  
C onduct 101: Independence (AICPA, Professional Standards, 
vol. 2, E T  sec. 101) emphasizing that other regulatory agencies 
m ay have independence rules that are more restrictive than 
those o f  the AICPA. In addition, certain wording pertaining to 
the effect o f  Interpretations and rulings that existed before the 
adoption o f  the Professional Code o f  Conduct on January 12, 
1988 was deleted. T h is change affects A ICPA  Professional 
Standards E T  sections 101, 102, 191, 201, 202, 203, 291, 301, 
391, 501, 502, 503, 505 and 591. M arch 1999.
PITF Practice Alerts
T he PITF, established by the SE C  Practice Section (SEC PS) 
Executive committee, formulates guidance based on issues aris­
ing in litigation, peer reviews, and firm inspections to facilitate 
the resolution o f  emerging audit practice issues. This guidance 
takes the form  o f  Practice A lerts. T hese A lerts— which are 
based on existing audit literature, the professional experience o f 
the m em bers o f  the PITF, and inform ation provided by the 
SE C P S member firms— provide auditors with information that 
may help them improve the efficiency and effectiveness o f  their 
audits. The information contained in Practice Alerts is nonau­
thoritative. It represents the views o f the members o f  the P ITF 
and does not represent official positions o f  the AICPA.
Recently Issued Practice Alerts
•  Practice Alert N o. 99-2, How the Use o f  a  Service O rgani­
sation  Affects In ternal Control Considerations
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•  Practice Alert N o. 99-1, Guidance fo r  Independence D is­
cussions with A udit Committees
Previously Issued Practice Alerts
•  Practice Alert No. 98-3, Revenue Recognition Issues
•  Practice Alert N o. 98-2, Professional Skepticism an d  Re­
lated  Topics
•  Practice Alert No. 98-1, The A uditor's Use o f  A nalytical 
Procedures
•  Practice Alert No. 97-3, Changes in Auditors an d  Related  
Topics
•  Practice Alert No. 97-2, Audits o f  Employee Benefit Plans
•  Practice Alert N o. 97-1, F in an cia l Statem ents on the In ­
ternet
•  Practice Alert No. 96-1, The Private Securities Litigation  
Reform Act o f  1995
•  Practice Alert N o. 95-3, A uditing Related Parties an d  Re­
lated-Party Transactions
•  Practice Alert No. 95-2, Complex D erivatives
•  Practice Alert N o. 95-1, Revenue Recognition Issues (su­
perseded by Practice Alert 98-3)
•  Practice Alert N o. 94-3, Acceptance an d  Continuance o f  
A udit Clients
•  Practice Alert N o. 94-2, A uditing Inventories— Physical 
Observations
•  Practice Alert N o. 94-1, D ealing with A udit Differences
Help Desk—Copies o f these Practice Alerts can be down­
loaded from the AICPAs Web site at http://www.aicpa.org/ 
members/div/ secps/lit/practice.htm.
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Recent Exposure Drafts
Practitioners should note that the purpose o f  exposure drafts is 
to solicit comments from preparers, auditors, users o f  financial 
statements, and other interested parties. They are nonauthori­
tative and cannot be used as a basis for changing GAAS or 
GAAP. The following is a listing o f some o f the more significant 
exposure drafts outstanding at the time we went to press.
A SB Exposure Drafts
A  proposed SAS, A uditing F in an cial Instrum ents (to supersede 
SAS No. 81, A uditing Investments), was issued June 10, 1999. 
The proposed SAS would provide updated guidance on plan­
ning and perform ing auditing procedures for financial state­
m ent assertions about financial instrum ents (including 
derivatives). The proposed SAS—
•  Indicates that an auditor m ay require special skill or 
knowledge to plan and perform auditing procedures for 
certain assertions about financial instruments.
•  Provides guidance on inherent risk considerations for as­
sertions about financial instruments.
•  Provides guidance on control risk considerations for as­
sertions about financial instruments.
•  Provides guidance on auditing considerations related to 
the initial designation o f a financial instrument as a hedge 
and the continued application o f  hedge accounting.
•  Indicates that a service organizations services may affect 
the nature, timing, and extent o f  the auditor's substantive 
tests.
•  Provides guidance on substantive tests an auditor might 
perform when auditing valuation assertions that are de­
pendent on management's intent and ability.
•  Provides guidance on designing substantive tests o f  valu­
ation assertions.
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T he A SB  also is developing a Practice A id that will provide 
guidance on how to apply the proposed SAS to assertions about 
specific types o f  financial instruments and assertions based on 
specific accounting requirements. The A SB  plans to issue the 
SAS and the Practice Aid at approximately the same time and to 
periodically update the Practice Aid to address new accounting 
and auditing pronouncements and new financial instruments.
A  proposed SAS, A udit Adjustments, Reporting on Consistency, 
an d  Service O rganizations (O m nibus Statem ent on A uditing 
Standards— 1999), was issued April 22 , 1999. The proposed 
SAS (referred to as an omnibus because it addresses several un­
related topics) provides guidance to auditors in the following 
three areas:
•  A u d it Adjustm ents. T he proposed SAS would establish 
audit requirements intended to encourage audit clients to 
record financial statement adjustments proposed by audi­
tors in audits o f  financial statements. To accomplish this 
objective, the proposed SAS—
•  Adds an item to the list o f  matters generally addressed 
in the understanding with the client (the engagement 
letter). T he new item  states that m anagem ent is re­
sponsible for adjusting the financial statements to cor­
rect material misstatem ents and for affirm ing to the 
auditor in the representation letter that the effects o f  
any uncorrected m isstatem ents brought to  its atten­
tion by the auditor are not material, both individually 
and in the aggregate, to the financial statements taken 
as a whole. (Amends AU section 310.06  o f  SAS No. 1, 
Codification o f  A uditing Standards an d  Procedures, as 
amended by SAS No. 83, Establishing an Understand­
ing With the Client.)
•  Requires the auditor to obtain , in the m anagem ent 
representation letter, management's acknowledgement 
that it has considered the financial statement misstate­
ments brought to its attention by the auditor and has 
concluded that any uncorrected misstatements are not
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material, both individually and in the aggregate, to the 
financial statements taken as a whole. It also requires 
that a  sum m ary o f  the uncorrected misstatements be 
included in the representation letter or in an attach­
m ent thereto. (Am ends SA S N o. 85, M anagem ent 
Representations.)
•  Requires the auditor to inform  the audit committee 
about uncorrected misstatements brought to manage­
ment's attention by the auditor that were determined 
by m anagem ent to be im m aterial, both individually 
and in the aggregate, to the financial statements taken 
as a  whole. (Am ends SAS N o. 61 , Com m unication  
With A udit Committees.)
•  Reporting on Consistency. The amendments in the second 
part o f  the proposed SAS clarify which changes in a re­
porting entity warrant a  consistency explanatory para­
graph in the auditor's report. T hey am end AU section 
420, “Consistency o f  Application o f  Generally Accepted 
Accounting Principles,” to—
•  Conform  the list in AU section 420.07  o f  changes that 
constitute a  change in the reporting entity to the guid­
ance in paragraph 12 o f  Accounting Principles Board 
Opinion N o. 20, Accounting Changes.
•  Clarify that the auditor need not add a consistency ex­
planatory paragraph to the auditor's report when a 
change in the reporting entity results from a transac­
tion or event, such as the purchase or disposition o f a 
subsidiary.
•  E lim inate the requirem ent to add a consistency ex­
planatory paragraph to the auditor’s report when a 
pooling o f  interests is not accounted for retroactively in 
comparative financial statements. (However, in these 
circumstances the auditor would still be required to ex­
press a qualified or adverse opinion because o f  the de­
parture from generally accepted accounting principles.)
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•  Eliminate the requirement to qualify the auditor’s re­
port and consider adding a consistency explanatory 
paragraph to the report i f  single-year financial state­
ments that report a pooling o f  interests do not disclose 
combined information for the prior year.
•  Service O rganizations. The amendments in the third part 
o f the proposed SAS are intended to help auditors deter­
mine what additional information they might need when 
auditing the financial statements o f an entity that uses a 
service organization to process transactions. An example 
o f a service organization is the trust department o f a bank 
that invests and holds assets for an entity and generates 
information about those assets that is incorporated in the 
entity’s financial statements. The proposed SAS amends 
SAS No. 70, Reports on the Processing o f  Transactions by 
Service O rganizations, to—
•  Clarify the applicability o f SAS No. 70 by stating that 
the SAS is applicable when the audited entity obtains 
services from another organization that are part o f the 
entity’s “ inform ation system ." It also provides guid­
ance on the types o f  services that would be considered 
part o f an entity’s information system.
•  Revise and clarify the factors a user auditor considers 
in determining the significance o f  a service organiza­
tion’s controls to a user organization’s controls.
•  C larify the guidance on determ ining whether infor­
mation about a service organization’s controls is neces­
sary to plan the audit.
•  Clarify that information about a service organization’s 
controls may be obtained from a variety o f sources.
•  Change the title o f  SAS N o. 70 from Reports on the 
Processing o f  Transactions by Service O rganizations to 
Service O rganizations.
At its meeting in September 1999, the A SB voted to issue the 
am endments related to consistency and service organizations. 
These am endm ents will be issued in early 2000 , and will be
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effective upon issuance. The A SB decided to continue its consid­
eration o f  the proposal on audit adjustments, particularly in light 
o f the issuance o f  SE C  Staff Accounting Bulletin No. 99, M ateri­
ality. The ASB plans to act on this matter by February 2000. If  
adopted, this proposal would be effective for audits o f  financial 
statements for periods ending on or after December 15, 2000.
A  proposed SAS, Amendments to Statements on A uditing Stan­
d ard  N o., 61, Com m unication W ith A udit Com m ittees, and 
Statem ent on A uditing Standards No. 71, Interim Financial In­
formation, was issued October 1, 1999. Visit http://www.aicpa. 
org/m em bers/div/auditstd/drafts.htm  for further information.
Proposed Statements on Q uality Control Standards System o f  
Q uality Control fo r  a  CPA F irm s Accounting an d  A uditing Prac­
tice (a revision o f  Statement on Quality Control Standards No. 
2) and The Personnel M anagem ent Elem ent o f  a  F irm s System o f  
Q uality Control— Competencies Required by a  Practitioner-in- 
Charge o f  an  Attest Engagem ent were issued June 17, 1999.
A cSEC Exposure Drafts
The following A cSEC exposure drafts were issued.
•  Proposed Statem ent o f  Position— A ccounting fo r  D is­
counts R elated to C redit Q uality  (Issued Decem ber 30, 
1998)
•  Proposed Statement o f Position—Accounting by Produc­
ers an d  D istributors o f  Film s (Issued October 16, 1998)
•  Proposed Audit and Accounting Guide— A udits o f  Invest­
ment Companies (Issued September 22, 1998)
•  Proposed Audit and Accounting Guide— Life an d  Health  
Insurance Entities (Issued September 4, 1998)
Professional Ethics Executive Committee Exposure D raft
The Omnibus Proposal o f  Professional Ethics D ivision Interpre­
tations an d  Rulings was issued August 2, 1999.
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Help Desk—See the AICPA Web site http://www.aicpa.org 
for a complete listing o f outstanding exposure drafts for 
other AICPA documents.
FASB Statement Exposure Drafts
•  Proposed Statem ent o f  Financial Accounting Standards 
— Business Com binations an d  In tan gible Assets (Issued 
September 7, 1999)
•  Proposed Statem ent o f  Financial Accounting Standards 
— Accounting fo r  Transfers o f  F in an cial Assets (an amend­
ment o f FASB Statement no. 125) (Issued June 28, 1999)
•  Proposed Statem ent o f  Financial Accounting Standards 
— Consolidated F in an cial Statements: Purpose an d  Policy 
(February 23, 1999)
Help Desk—See the FASB Web site http://www.fasb.org for 
a complete listing of outstanding exposure drafts for other 
FASB documents.
Guides and Audit Risk Alerts
AICPA Audit and Accounting Guides
Audit and Accounting Guides summarize the practices applica­
ble to specific industries and describe relevant matters, condi­
tions, and procedures unique to these industries. The 
accounting guidance included in AICPA Audit and Accounting 
Guides is in the GAAP hierarchy as authoritative GAAP. Guides 
are available from the AICPA for the following industries (prod­
uct numbers are shown in parentheses):
•  Agricultural Producers an d  Cooperatives 1999— (012354kk)
•  A irlines 1999— (013183kk)
•  Banks an d  Savings Institutions 1999— (011178kk)
•  Brokers an d  D ealers in Securities 1999— (012181kk)
•  Casinos 1999— (013150kk)
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•  Common Interest Realty Associations 1999— (012488kk)
•  Construction Contractors 1999— (012096kk)
•  Credit Unions 1999— (012060kk)
•  Employee Benefit P lans 1999— (012339kk)
•  E ntities With O il a n d  G as Producing A ctivities 1999—  
(012106kk)
•  Federal Government Contractors 1998— (012437kk)
•  Finance Companies 1999— (012466kk)
•  Health Care O rganizations 1999— (012440kk)
•  Investment Companies 1998— (012362kk)22
•  N otfor-P rofit O rganizations 1999— (013392kk)
•  Property a n d  L iab ility  Insurance Com panies 1999—  
(011922kk)
•  State an d  Local Governmental Units 1999— (012059kk)
•  Stock L ife Insurance Companies 1994— (012035kk)22
The following general Audit and Accounting Guides also may be 
o f  interest to CPAs performing audit and attest engagements:
•  Consideration o f  In tern al Control in a  F in an cia l State­
ment A udit 1997— (012451 kk)
•  Personal F in an cial Statem ents 1999— (011136kk)
•  Prospective F in an cial Inform ation  1999— (011179kk)
•  Use o f Real Estate Appraisal Information 1997— (013159kk)
AICPA Industry Audit Risk Alerts
The annual industry Audit R isk Alert series provides informa­
tion about current economic, regulatory, and professional de­
velopm ents in specified industries and practice areas. T hey 
assist CPAs in planning and perform ing audit engagem ents. 
The 1999/2000 Audit R isk Alerts are available from the AICPA
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for the follow ing industries (product num bers are shown in 
parentheses):
•  Auto Dealerships— (022233kk)
•  Com pilation an d  Review— (022240kk)
•  Construction Contractors— (022235kk)
•  Common Interest Really Associations— (022234kk)
•  Depository an d  Lending Institutions— (022236kk)
•  Employee Benefit Plans 1999— (022214kk)
•  H ealth Care— (022237kk)
•  High-Technology— (022238kk)
•  H ospitality: Lodging an d  Restaurants— (022252kk)
•  Insurance— (022239kk)
•  Investment Companies— (022241kk)
•  N ot-for-Profit O rganizations 1999— (022215kk)
•  R eal Estate— (022242kk)
•  R etail Enterprises— (022243kk)
•  Securities— (022244kk)
•  State an d  Local Governments 1999— (022247kk)
Other Accounting and Auditing Team Publications
A udit an d  A ccounting M an u al (007258kk). The m anual is a 
valuable nonauthoritative practice tool designed to provide assis­
tance for audit, review, and compilation engagements. It contains 
numerous practice aids, samples, and illustrations — including 
audit programs; sample opinions; checklists; and sample engage­
ment, m anagem ent representation, and confirm ation letters. 2
22 New Guides are expected to be issued in the near future.
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Also included is a special section for state and local governmen­
tal engagements.
AICPA Practice A id  Series. The publications that constitute the 
A IC PA  Practice A id  Series have been designed to address a 
broad range o f  topics that affect today 's CPA. From enhancing 
the efficiency o f your practice to developing the new skill sets 
required for a  successful transition to m eet the challenges o f 
the new m illennium , this series provides practical guidance 
and inform ation to assist in m aking sense out o f  a changing 
and com plex business environm ent. T he series includes the 
following:
•  Preparing an d  Reporting on Cash- an d  Tax-Basis F in an ­
cia l Statem ents (006701kk)
•  F in an cia l Statem ent R eporting an d  D isclosure Practices 
fo r  Employee Benefit P lans (008725kk)
•  A uditing Recipients o f  Federal Awards: P ractical Guidance 
fo r  Applying O M B C ircular A -133 A udits o f  States, Local 
Governments, an d  N on-Profit O rganizations Ju n e  1 9 9 7  
revisions (008730kk)
•  Considering F rau d  in a  F in an cial Statem ent A udit: Prac­
tical Guidance fo r  Applying SA S No. 82  (008883kk)
•  A uditing Estim ates an d  Other Soft Accounting Inform a­
tion (010010kk)
•  M ake A udits Pay— Leveraging the A udit into Consulting 
Services (006704kk)
•  CPA ElderCare: A  Practitioner’s Resource Guide (022504kk)
•  A udits o f  Futures Com m ission M erchants, Introducing  
Brokers, an d  Commodity Pools (006600kk)
•  Fin an cial Statem ent Presentation an d  Disclosure Practices 
fo r  Not-for-Profit O rganizations (006605kk)
Also look for Understanding an d  Implementing G A SB’s New F i­
n an cial Reporting M odel—A Question an d  Answer G uide fo r
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Preparers an d  Auditors o f  State an d  Local Governmental F inan­
cial Statements (022515kk).
The following publications are in development:
•  CPA WebTrust Practitioners Guide
•  CPA Performance View
•  A uditing F in an cial Instrum ents— P ractical G uidance fo r  
Applying the new SA S on F in an cial Instrum ents (Draft ex­
cerpts can be dow nloaded at http ://w w w .aicpa.org/ 
members/div/ auditstd/webmater.htm)
•  Updates to CPA ElderCare: A  Practitioner's Resource Guide
New Series—A ssurance Services A lerts. T he newly introduced 
Assurance Services Alert series provides practitioners with in­
formation about the emerging practice areas o f CPA ElderCare 
services and CPA WebTrust. These Alerts provide both an in­
troduction to those who are unfamiliar with assurance services 
and an update o f  im portant new developments for those who 
have expanded their practice to include these assurance services. 
T he 1999 Assurance Services Alerts are available from  the 
AICPA for the following services (product numbers are shown 
in parentheses):
•  CPA WebTrust— 1999 (022231kk)
•  CPA ElderCare Services— 1999 (022232kk)
F in an cial Statem ent Preparation M anual/D isclosure Checklists 
(G 01027kk). This manual is a loose-leaf service consisting o f 
nineteen industry specific disclosure checklists and includes 
sample financial statements. It is updated annually to reflect the 
issuance o f  new authoritative guidance. M ost o f the checklists 
are also available in individual paperback versions.
Accounting Trends an d  Techniques— 1999 (009890). This pub­
lication offers highlights o f the latest trends in corporate finan­
cial statements are presented for practitioners in industry and 
public practice. The publication, which is based on a survey o f
96
over six hundred public companies, illustrates accounting prac­
tices and trends, including presentations and disclosures.
Auditing Practice Releases
Auditing Practice Releases provide auditors o f  financial state­
ments with practical guidance on specific subject areas. These 
nonauthoritative publications help auditors understand com ­
plex issues encountered and suggest procedures to accomplish 
audit objectives.
•  A u d it Im plications o f  E lectronic D ata  Interchange 
(021060kk)
•  The Inform ation Technology Age: E vidential M atter in the 
Electronic Environm ent (021068kk)
•  Confirm ation o f  Accounts Receivable (021064kk)
•  A udit Im plications o f  Electronic Docum ent M anagem ent 
(021066kk)
•  Service O rganizations: Applying SA S No. 70  (021056kk)
•  A nalytical Procedures (021069kk)
•  Auditing in Common Computer Environments (021059kk)
•  A uditing with Computers (021057kk)
•  Consideration o f  the In ternal Control Structure in a  Com­
puter Environm ent: A Case Study (021055kk)
•  A udits o f  Inventories (021045kk)
•  A udit Sam pling (021061kk)
AICPA Services
Order Department (Member Satisfaction)
To order A ICPA  products, call 888-777-7077 ; write AICPA 
O rder D epartm ent, C LA 10, P.O. Box 2209 , Jersey City, N J
97
07303-2209; fax 800-362-5066. For best results, call M onday 
through Friday between 8:30 A .M . and 7 :30 P.M. EST. O btain­
ing product information and placing online orders can be done 
at the AICPA’s Web site, http://www.aicpa.org.
Accounting and Auditing Technical Hotline
T he A ICPA  Technical H otline answers m em bers’ inquiries 
about accounting, auditing, attestation, com pilation, and re­
view services. Call 888-777-7077.
Ethics Hotline
M embers o f  the AICPA’s Professional Ethics Team answer in­
quiries concerning independence and other behavioral issues re­
lated to the application  o f  the A ICPA  C ode o f  Professional 
Conduct. Call 888-777-7077.
World Wide Web Site
The AICPA has a  home page on the World W ide Web. ‘‘AICPA 
O nline,” the Web site (U R L  or uniform  resource locator: 
http://www.aicpa.org), offers CPAs the unique opportunity to 
stay abreast o f  developments in accounting and auditing, in­
cluding exposure drafts. The Web site includes In O ur Opinion, 
the newsletter o f  the AICPA Audit and Attest Standards Team. 
T he newsletter provides valuable and tim ely inform ation on 
technical activities and developments in auditing and attesta­
tion standard setting.
This Audit Risk Alert replaces A udit Risk A lert— 1998/99.
The AICPA is currently offering a new C D -R O M  product, enti­
tled reSource: AICPA’s Accounting an d  A uditing Literature. This 
C D -R O M  enables subscription access to the following AICPA 
Professional Literature products in a W indows format: Profes­
sio n al Stan dards, Technical Practice A ids, and A ud it an d  Ac­
counting Guides (available for purchase as a set which includes 
all G uides and the related Audit R isk Alerts, or as individual
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publications). This dynamic product allows you to purchase the 
specific titles you need, and includes hypertext links to refer­
ences within and between all products. To order any publica­
tions included on the CD -R O M , call 888-777-7077.
Practitioners Publishing Com pany (PPC) and the AICPA are 
currently offering publications issued by PPC, the AICPA, and 
the FASB on one CD -R O M  disk, entitled The Practitioners L i­
brary—Accounting an d  Auditing. The FASB publications include 
O rigin al Pronouncements, Current Text, Em erging Issues Task 
Force A bstracts, and FA SB Im plem entation Guides', and the 
AICPA publications include Professional Standards, Technical 
Practice Aids, A udit an d  Accounting Guides, and Peer Review Pro­
gram  M anual. The disk also contains eighteen PPC engagement 
manuals. The disk may be customized so that purchasers pay for 
and receive only selected segments o f the material. For more in­
formation about this product call 800-323-8724.
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APPENDIX A
The Internet— An Auditor’s Research Tool
Some Web sites that may provide valuable information to audi­
tors are listed in the following table:
Nam e o f  Site Content Internet Address
American Institute 
of CPAs
Summaries of recent 
auditing and other 
professional standards 
as well as other AICPA 
activities
http://www.aicpa.org
Financial Accounting 
Standards Board
Summaries of recent 
accounting pronounce­
ments and other FASB 
activities
http://www.fasb.org
Governmental 
Accounting Standards 
Board
Summaries of recent 
accounting pronounce­
ments and other GASB 
activities
http://www.gasb.org
Securities and Exchange 
Commission
SEC Digest and State­
ments, EDGAR database, 
current SEC rulemaking
http://www.se6gov
Independence Standards Information on the http://www.cpa
Board activities of the Indepen­
dence Standards Board
independence.org
The Electronic 
Accountant
World Wide Web maga­
zine that features up-to- 
the-minute news for 
accountants
http://www.
electronicaccountant.com
CPAnet Links to other Web sites 
of interest to CPAs
http://www.cpalinks.com
Guide to WWW for Basic instructions on http://www.tetranet.
Research and Auditing how to use the Web as 
an auditing research tool
net/ users/gaostl/ 
guide.htm
Accountant's Home Resources for account- http://www.
Page ants and financial and 
business professionals
computercpa.com
U.S. Tax Code Online A complete text o f the 
U.S. Tax Code
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http://www.fourmilab. 
ch/ustax/ustax.html
(continued)
Name o f Site Content Internet Address
Federal Reserve Bank 
of New York
Key interest rates http://www.ny.frb.org/ 
pihome/statistics/dlyrates
Cybersolve Online financial 
calculators such as ratio 
and breakeven analysis
http://www.cybersolve. 
com/toolsl.html
XFRML— the digital 
language of business
Information on the 
development of a 
standards-based method 
to prepare, publish in a 
variety of formats, 
exchange and analyze 
financial reports and the 
information they contain.
http://www.xfrml.org
Hoovers Online Online information on 
various companies and 
industries
http://www.hoovers.com
Ask Jeeves Search engine that 
utilizes a user-friendly 
question format. Provides 
simultaneous search 
results from other search 
engines as well (e.g., 
Excite, Yahoo, AltaVista)
http://www.askjeeves.com
Vision Project Information on the pro­
fession's vision project
http://www.cpavision. 
org/horizon
The Audit R isk Alert is published annually. As you encounter 
audit issues that you believe warrant discussion in next year's 
A udit R isk Alert, please feel free to share those with us. Any 
other comments that you have about the Audit Risk Alert would 
also be greatly appreciated. You may send these comments to:
George Dietz, CPA 
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, N J 07311-3881
O r email to GDietz@ aicpa.org
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